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25. Ordinary costs and expenses in the administration of his 
trust by a trustee for a life tenant and remainderman should be 
borne by the life tenant and the trustee should pay the same out 
of the income of the trust estate. The costs and expenses re- 
ferred to are the mere ordinary administration costs and expenses 
that are incident to the routine management of the trusteeship, 
the expenditure of which does not add to the value of property 
or assets of the trust estate. For example: Rent of safety de- 
posit box for safe keeping of trust estate securities and papers; 
express charges on securities necessary to be forwarded for de- 
livery if sold or for collection if due; transfer tax, in the event 
of sale of securities liable to such tax; cost of forwarding and 
collecting interest coupons and interest notes; postage and sta- 
tionery for use in business matters of the trust; services of attor- 
neys in connection with business matters affecting the trust estate 
and not involving the existence of the trust or the title to the 
trust assets ; usual commissions of agent employed to collect rents 
from realty of the trust estate; services of accountants, book- 
keepers and clerks necessary for proper attention to the trust 
business ; services of artisans and laborers in looking after and 
caring for and repairing trust property ; court costs in connection 
with hearing and auditing annual or interim accounts of the trus- 
tee filed in court, planting, caring for, harvesting, selling and 
shipping crops, where land is cultivated by the trustee; caring 
for and feeding cattle, etc., and cost of selling and shipping the 
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increase of live stock, cattle and sheep of the trust estate; also 
commissions of the trustee from time to time at the legal rate 
on disbursements of income of the trust estate, but not on prin- 
cipal thereof—the commissions of the trustees on disbursements 
of principal to be out of the principal of the trust estate. Matter 
of payment of taxes and insurance premiums is mentioned else- 
where herein. 

26. It is not required of a trustee for a life tenant, nor of 
other trustees, that in his accounts he adjust on his books any 
increase or decrease in market value of the real or personal 
property of the trust estate, as from time to time the market 
value of such property rises or falls. Unless appraised, real estate 
devised to a trustee is not carried in the accounts of the trustees, 
being merely inventoried. Personalty bequeathed to a trustee, 
except in the particular jurisdictions where appraisement is re- 
quired, should be carried in the accounts of the trustee at par 
value, whether the market value of the different items is above 
or below par; corporate shares not full paid should be taken at 
their paid-up value; securities of no market value, or of merely 
nominal value, should be scheduled in fiduciary accounts but not 
extended into the accounts as of any value or at merely nominal 
value. The same may be said as to realty and personalty con- 
veyed and transferred to a trustee under a trust agreement. Sub- 
sequent changes in market value of the respective assets are 
unnoticed in the accounts of the trustee, so far as affecting the 
figures of the account. It is well for the trustee in his accounts 
rendered from time to time to note for information as to each 
item of assets the then market value thereof. Entries as to 
assets placed in trust should appear in the principal of the trust 
account. If under some restriction as to payment over of the 
net income of the trust estate there should be an accumulation 
of net income required to be invested, the trustee may carry 
the investments as invested income, unless required to credit the 
accumulated income to principal. Purchases of assets in the 
investment of trust funds should be carried in the trust accounts 
at actual cost, whether above or below par, subject to amortiza- 
tion as elsewhere herein explained. 

Where expenditures for additions and permanent improve- 
ments upon realty are made, that are chargeable to principal of 
the trust estate, if the realty is not carried in the accounts of the 
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trustee, such expenditures should be charged off from the prin- 
cipal of the trust estate; but where the realty is carried at ap- 
praised value in the trust accounts, such expenditures should be 
added to the previous amount at which the particular realty was 
carried and thereafter the realty should be carried at the in- 
creased amount. 

Where assessments are properly made upon corporate shares 
held by a trust estate not full paid, such assessments should be 
added to the inventoried amount of the shares, and the shares 
thereafter should be carried at the percentage of their face value 
to which they have been paid up. 

Any increase in value of realty or personalty held by a trustee 
in trust for a life tenant and remainderman, that occurs by appre- 
ciation of the assets, as between such beneficiaries, is legally 
regarded as a profit accruing for the remainderman and when 
received by the trustee should be credited to principal of the 
trust estate. Thereafter, the life tenant will receive income on 
the increased principal of the trust estate, and to that extent only 
has he any legal interest in such profit by appreciation. Where 
a loss by depreciation occurs to realty or personalty held by such 
trustee, as between life tenant and remainderman such loss is 
legally regarded as falling on the remainderman, and when sus- 
tained should by the trustee be charged to principal of the trust 
estate. Thereafter the life tenant will receive income on the de- 
creased principal of the trust estate, and to that extent only is he 
legally affected by such loss by depreciation. Any increase in 
value of assets by appreciation, or any decrease thereof by de- 
preciation, will not appear in the accounts of the trustee usually 
until sale of the particular asset or assets affected. Upon sale, 
the market value of the assets sold should be realized by the 
trustee and the proceeds entered in the principal of the trust 
estate. Thereupon the accounts of the trustee should show the 
item of profit by appreciation or the item of loss by depreciation, 
and the amount should be entered in the principal of the trust 
estate. In this connection, the attention of the reader is asked 
to what is below stated as to adjustment between life tenant and 
remainderman of appreciation of corporate shares held by the 
trustee, where net earnings of the corporation are not in whole 
or part applied in payment of dividends by the corporation. 

27. In case of foreclosure of a mortgage or deed of trust se- 
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curing loan held by a trustee for a life tenant and remainderman, 
question arises as to application of proceeds of sale remaining 
after payment of costs of foreclosure. If the property is good 
security, it will probably sell for such sum as will be sufficient 
to pay the costs of foreclosure and the debt and interest in full, 
and perhaps leave a surplus. Any surplus, of course, goes to the 
owner of the property foreclosed, and as to such surplus the 
trustee of the trust holding the loan has no concern. If the net 
proceeds of foreclosure are sufficient, the trustee must see to it 
that out of the proceeds he is paid his debt and interest in full. 
The interest so received on the mortgage debt goes to the life 
tenant, and the trustee should credit such interest to income of 
the trust estate. The payment of the principal of the mortgage 
debt so received is legally the same as any other repayment to 
the trustee of money loaned and should be credited to prin- 
cipal of the trust estate and held until reinvested or otherwise 
properly applied as corpus of the trust estate. If the net pro- 
ceeds of sale are not sufficient to pay the accrued and unpaid 
interest and principal of the mortgage debt, an adjustment must 
be made by the trustee as between life tenant and remainderman, 
when the trustee receives the net proceeds of foreclosure sale, 
according to the following basis for such adjustment. The total 
as to which such adjustment is to be made is determined by 
ascertaining the amount of interest accrued and unpaid on the 
mortgage debt and ascertaining the amount of principal re- 
maining unpaid on said debt. The sum of these two amounts is 
the sum with respect to which the net proceeds of foreclosure is 
applicable. The trustee thereupon applies such net proceeds of 
the foreclosure sale proportionately to the two amounts of in- 
terest and principal so due on the mortgage debt. The part of 
such proceeds so applicable to the amount of accrued and unpaid 
interest legally belongs to the life tenant as income and by the 
trustee should be credited to income of the trust estate, and the 
part of such proceeds so applicable to the amount of principal 
unpaid legally constitutes corpus of the trust estate and by the 
trustee should be credited to principal of the estate. The result 
will be that the life tenant will not receive all interest accrued 
and unpaid on the mortgage debt, but proportionately shares the 
loss accruing to the trust estate from the investment. This 
method of adjustment between life tenant and remainderman 
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should be followed, notwithstanding the fact that the mortgage 
or deed of trust may have a stipulation providing for the appli- 
cation of the net proceeds of foreclosure sale first to the pay- 
ment of delinquent interest on the debt and next toward the 
payment of the principal of the debt. Such stipulation controls 
as between the owner of the property foreclosed and the holder 
of the loan and applies to such holder of the loan so far as 
relates to the credits to be made on the notes representing the 
debt and interest, but without considering the equities between 
the life tenant and remainderman of the trust estate happening 
to hold the loan. Such credits on the mortgage notes are there- 
fore made independent of such equities and in order to comply 
with the stipulation of the mortgage. However, such equities 
must be considered by the trustee when the net proceeds, to 
which he as holder of the loan is entitled, are received by him 
under the terms of the mortgage or deed of trust. 

In case of the closing out of collateral pledged to secure a 
loan held by a trustee of a trust estate for a life tenant and 
remainderman, the method of adjustment by the trustee of the 
estate as to net proceeds of pledgee’s sale of collateral should 
be the same, as above explained as to adjustment of net pro- 
ceeds of foreclosure of mortgage or deed of trust securing mort- 
gage loan. 

It often happens under the bequest of the residue of an 
estate that doubtful claims are included, such claims remaining 
uncollectible for periods more or less extended. Occasionally 
such claims are realized on; sometimes in full with interest. In 
the latter case, it is self-evident that the adjustment between life 
tenant and remainderman should be on the basis that the prin- 
cipal of the trust estate receives credit for the full amount of 
principal with interest due at death of testator and the income 
of the trust estate for remainder of the interest. Should the 
amount collected on such claim not equal the amount of the 
claim with interest in full, then it becomes necessary for the 
trustee collecting the amount to make an adjustment between 
the life tenant and remainderman interested in the trust as to the 
amount received. The rule as to such an adjustment is that 
the amount recovered should be apportioned between the life 
tenant and remainderman, so as to make an allowance to the 
life tenant as for income on the claim during the time the life 
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tenant was entitled to interest thereon. The trustee should cal- 
culate and ascertain the sum that, placed at legal interest on the 
date from which the life tenant became entitled to interest on 
the claim, would to the time of collection of the amount in 
settlement of the claim equal the amount collected. The amount 
so ascertained should be held for the remainderman and credited 
to principal of the trust estate, and the difference between such 
ascertained amount and the actual amount collected would stand 
as for interest on such ascertained amount and should go to 
the life tenant and by the trustee should be credited to income 
of the trust estate. 

28. Where realty is devised to a trustee in trust for a life 
tenant and remainderman, either or both of whose interests in 
the realty is subject to an inheritance tax, such tax is required 
to be paid by the executor, if in addition personalty also passes 
to the trustee for the same beneficiaries in the same interests; 
otherwise the amount of such tax must be provided by the trustee 
or the beneficiaries. Where personalty is bequeathed to such 
trustee and the interest of either the life tenant or remainderman 
is subject to inheritance tax, such tax is required to be retained 
by the executor and paid for account of those interested in the 
personalty. Where an executor pays and retains taxes assessed 
only against the life tenant or only against the remainderman, 
then on payment to the trustee of the money, or on transfer to 
the trustee of the securities, the trustee receives the legacy less 
the amount of inheritance tax paid; the trustee in his accounts 
should credit the full amount of the legacy bequeathed and charge 
to income the amount of the inheritance tax paid if only against 
the life tenant, or charge to principal the amount of the inheri- 
tance tax paid if only against the remainderman. A situation 
frequently arising is where both the interests of the life tenant 
and remainderman are subject to an inheritance tax. In such 
case the whole fund is taxed and the taxes deducted by the 
executor from the entire amount, regardless as to the pro- 
portion of such taxes properly to be assessed against the life 
tenant and the proportion to be assessed against the remainder- 
man. The executor does not concern himself as to how the 
inheritance tax should be borne. If the tax is five per cent., he 
deducts the amount in gross and pays over to the trustee the 
balance of the money legacy or transfers the balance of the 
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securities passing in trust. When the trustee receives the amount 
of the legacy less the inheritance taxes deducted, the trustee 
should credit to principal the full amount of the legacy be- 
queathed without deduction for any tax; next, the trustee should 
determine by usual tables the then present value of the life 
interest of the life tenant in the trust estate, and the balance of 
the trust estate will represent the then present value of the 
interest of the remainderman; having determined the present 
values of the interests of the life tenant and remainderman in 
the trust estate, the trustee then apportions the tax pro rata, if 
the tax rates against the life tenant and remainderman are the 
same, and charges the proper proportion against the income of 
the trust estate and the balance of the tax against the principal 
of the trust estate, thus properly adjusting between the life 
tenant and remainderman the amount of the taxes retained by 
the executor. If the tax rate against the life tenant and re- 
mainderman should not be the same, by reason of their bearing 
different degrees of relationship to the testator, then the trustee 
must make a further adjustment, according to any difference in 
the rate of taxation. After the adjustment the principal of the 
trust estate, upon which the life tenant will be entitled to the 
income, will be the amount bequeathed in trust, less the amount 
of taxes paid for account of the remainderman, and on termina- 
tion of the trust, by the termination of the interest of the life 
tenant, there will remain for the remainderman the amount 
bequeathed in trust less the amount of inheritance tax properly 
paid for him by the executor and subsequently adjusted by the 
trustee. Under the above adjustment, at the opening of the 
trusteeship there will stand charged to the income of the life 
tenant the amount of inheritance tax advanced for him, which 
he must refund or which may be allowed to stand until the 
income on the trust estate shall make up the amount advanced 
for the life tenant, by reason of the deduction by the executor 
from the entire fund of the full amount of the taxes. 

29. The trustee of a trust for a life tenant and remainderman, 
if the estate is in funds, is required from year to year to pay 
out of the estate the annual general taxes assessed against the 
real and personal property of the estate, as well as annual special 
taxes for sprinkling or other purposes not considered as for im- 
provements, all payments of taxes to be made before the taxes 
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respectively become delinquent. Such annual taxes are legally a 
charge against the life tenant of the trust estate, and should be 
paid out of the income of the estate. In the event the estate 
produces no net income, if the estate is in funds, the trustee is, 
nevertheless, required from time to time to pay such taxes 
promptly, and in the latter event the payment must necessarily be 
made temporarily as out of the principal of the estate. Such pay- 
ment is necessary for the protection of the trust estate as a whole, 
so as to prevent sale of the trust estate for failure to pay taxes. 
Subsequently, if the estate produces a net income, the amount 
advanced out of principal should be restored to principal out of 
the subsequent income of the estate. 

The life tenant of an estate is required from time to time to 
pay taxes on the estate, after the taxes become payable and be- 
fore they respectively become delinquent. Until such taxes re- 
spectively become payable, it cannot legally be the duty of the 
life tenant to pay them; such payments can be required only from 
time to time after the taxes are due and payable. 

Where the trustee is authorized and shall purchase property 
for the estate, the trustee must see that there are no delinquent 
taxes, or must retain amount necessary out of the purchase price 
for the payment of delinquent taxes, and, upon consummation 
of the purchase, must pay such taxes out of the principal of the 
estate and not out of the income. The trustee is conclusively 
deemed to have been able to purchase the property at a less price, 
because of the unpaid taxes, than would have been the case had 
there been no such taxes. 

Where property is devised to a trustee in trust for a life 
tenant, any taxes a lien on the property at the date of death of 
the devisor should be paid by the executor under the will, if the 
estate has personalty out of which to pay the same, and the trus- 
tee of the estate must see that such payment is made. Such pay- . 
ment by the executor will for such year relieve the life tenant 
from the payment of the taxes, although at the time of death 
such taxes were not delinquent. The general rule is, that the 
person enjoying the current income of a trust estate must pay 
the current taxes. It will be noted that in case of the devise of 
property there is an exception to the general rule, but only as to 
taxes due at date of death of devisor. 

30. On death of the life tenant of an estate during any current 
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tax year, question arises as to adjustment of annual taxes for the 
then tax year as between the legal representative of the life ten- 
ant on the one part and the remainderman on the other. In 
such case the rule is that the annual taxes should be apportioned 
between the legal representative of the life tenant and remainder- 
man, whether the tax be payable before or after the death of the 
life tenant. If the life tenant before his death shall have en- 
joyed eight twelfths of the income from the property during the 
then current tax year, in adjustment as to taxes of such year the 
legal representative of the life tenant should be made to assume 
eight twelfths of the amount of such current taxes, exclusive of 
penalties for default in payment when due and whether the taxes 
be paid or unpaid. If a life tenant in possession of property and 
having funds allows taxes to become delinquent, then the legal 
representative of the deceased life tenant must assume penalties 
accrued because of the default. If the trustee in charge of the 
estate is negligent in payment of such taxes, the penalty should 
be assumed by the trustee personally. Where neither the life 
tenant nor trustee is negligent, then in fairness the penalties on 
the tax should be assumed by the legal representative of the life 
tenant and the remainderman in proportion as they assume the 
taxes without penalties. The state or municipality levying the 
tax does not concern itself with any of the adjustments of the 
taxes referred to. So far as the state or municipality is con- 
cerned, a tax upon land until paid follows the land into the hands 
of the successive legal owners. A further question arises in 
states where by the laws of the state taxes become a lien prior 
to the year for which the taxes are assessed; for example, in 
Missouri the taxes for the year 1911 became a lien on June 1, 
1910. In such case the query is: Should the life tenant die 
after the taxes for 1911 became a lien and before they became 
payable, what proportion, if any, of the taxes for 1911 should be 
charged against the life tenant? On the principle above stated, 
that the life tenant is liable only for the taxes accruing during his 
tenancy, no part of the taxes of the year following his death 
must be assumed by his estate. 

It will be recalled that on the death of an owner of realty all 
taxes a lien at the time oi death, although not payable until after 
the death of such owner, are to be paid by the executor or admin- 
istrator of the deceased owner. If the estate of such deceased 
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owner were devised or bequeathed in trust for a life tenant and 
remainderman, the life tenant would enjoy the income of the first 
year from the estate without being required to pay the taxes of 
such year, and later would enjoy a proportionate share of the 
income of the last year of his life tenancy, with responsibility for 
only a proportionate share of the taxes of such last year, although 
a lien but not payable before the termination of the life tenancy. 
Thus it appears that two opposite rules prevail in case of death 
of an owner and in case of death of a life tenant. 

31. The trustee of a trust for a life tenant and remainderman, 
if the estate is in funds, is required from time to time to pay out 
of the estate all special taxes for public improvements in the dis- 
trict where the property is located and assessed against the 
property, such as the making of streets and alleys or doing other 
public work, all payments to be made before the taxes respect- 
ively become delinquent. While such improvement taxes are 
for work in the nature of an improvement to the property and 
should add to the value of the property, yet such taxes must 
legally be borne by the life tenant and paid by the trustee out of 
the income of the estate, unless there is provision in the instru- 
ment or will creating the trust to the contrary, or unless the ques- 
tion is adjudicated in proper court proceedings and the court 
should direct payment entirely out of principal or partly out of 
income and partly out of principal. It is generally considered 
that the original making of a street or alley or other public work 
usually adds to the value of the property taxed therefor; but 
that is not always necessarily so. It certainly is not true where 
a special tax is assessed for reconstruction of a street or for 
public work that had theretofore been made or done. The trus- 
tee may have a strong opinion in a given matter, but he is not a 
court and cannot finally settle the question, unless under the in- 
strument or will or by proper order of court he is given discre- 
tion so to do. Therefore, where there is not an express excep- 
tion as noted, the general rule prevails that improvement taxes 
assessed against property of a trust estate must by the trustee be 
paid out of the income of the estate. Where such work is done 
by private contract of the trustee, the same principles govern. 

32. It is a general rule that a general money legacy does not 
bear interest until from one year from date of death of the testa- 
tor, unless expressly otherwise provided in the will; that if such 
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general legacy be not paid at the end of one year from date of 
death of the testator, then until paid the legacy bears interest at 
the legal rate, to be paid out of the estate of the decedent. The 
same is true of a money legacy to a trustee in trust for a life 
tenant and remainderman, and the result is that for the first year 
from date of death of the testator the life tenant is not entitled 
to any income on the cash sum bequeathed in trust. At the end 
of such first year the sum bequeathed becomes payable and on 
receipt by the trustee the amount bequeathed should be held for 
the remainderman and credited to principal of the estate and 
promptly invested, the income earned thereon thereafter to go 
to the life tenant. In the event the legacy is not paid by the 
executor at the end of one year from date of death of the tes- 
tator, then and thereafter on payment of the legacy the trustee is 
entitled to receive the amount bequeathed and interest thereon 
at the legal rate from one year from the date of death. The in- 
terest so received from the executor by the trustee should go to 
the life tenant of the estate and by the trustee should be credited 
to income of the trust estate, although the interest was earned 
on the fund prior to the time of payment of the legacy to the 
trustee. 

Any money placed in trust under a trust agreement is neces- 
sarily received by the trustee without right to interest and no 
adjustment as to interest is required, since the life tenant is 
legally entitled only to the net income earned on the fund from 
the investments by the trustee during the life tenancy. 

33. Should chattels be included in a bequest to a trustee for 
a life tenant and remainderman, the custody and use of which 
chattels is not expressly given to the life tenant, and since the 
trustee is not without express direction authorized to give the 
possession and use of such chattels to the life tenant, in order 
that the life tenant shall receive any benefit from his life interest 
in such chattels the law requires that the trustee sell such chattels 
without sacrifice and within a reasonable time and for their 
reasonable value, so that their proceeds may be invested and earn 
income for the life tenant. The question as to what is a reason- 
able time is a question of fact and must be determined in each 
particular case. What may be considered a reasonable time in 
one case may not be so considered in another. A trustee will be 
allowed more time to dispose of costly diamonds and jewelry 
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than would be allowed as to articles depreciating by the mere 
holding or expensive to hold. As to chattels not depreciating 
by the mere keeping, a year has been held not to be an unreason- 
able time for their disposition. If the articles are of a perishable 
nature, so that in the mere keeping they would depreciate in 
value, or if the articles are of such a nature that they will become 
less desirable by keeping, as a stock of merchandise that will be- 
come stale or wearing apparel that will go out of style, both con- 
sequently growing less salable, it is required of the trustee that 
reasonably prompt disposition be made of such articles at a fair 
price and before they become affected by the particular conditions 
that may impair their sale. 

34. Should an estate received by a trustee for a life tenant 
and remainderman consist entirely or in part of horses, cattle, 
sheep or other live stock, unless there is an express direction to 
the contrary, or unless the contrary intention is necessarily 
implied, the trustee should as promptly as may be without sacri- 
fice sell such property for its reasonable market value and 
promptly invest the proceeds as may be authorized by the in- 
strument or will creating the trust or as required by law. The 
life tenant is entitled to the income on such proceeds, and such 
income should be credited to income of the trust estate. While 
a trustee may receive live stock in trust, such property is not a 
legal investment for trust funds and the trustee should dispose 
of such property as soon as may be reasonable, considering con- 
ditions surrounding the estate. A will bequeathing such prop- 
erty, as in case of other property, takes effect as of date of the 
death of the testator, and, subject to rights of creditors of the 
testator and payment of costs of administration on the estate of 
the testator, the life tenant is entitled from such date of death to 
the profits of such property bequeathed and to the income on the 
proceeds thereof after sale. Any increase from the live stock 
should go to the life tenant and the trustee should credit such 
increase or the proceeds thereof to income of the trust estate. 
In case of sheep, the net profits from the sale of wool should go 
to the life tenant, and the trustee should credit the net proceeds to 
income of the trust estate; also any compensation received for 
services of animals valuable for breeding purposes. The trustee 
should feed and care for the live stock held in trust and the 
expense thereof should be borne by the life tenant and paid out 
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of income of the trust estate. The expense of marketing the 
increase of the live stock, and the expense of marketing any 
product of such live stock, are expenses that should be borne by 
the life tenant and the trustee should charge such expenses to 
the income of the trust estate. It is the duty of the trustee to 
make a full and complete inventory of the number, kind, age and 
quality and appraised value of such live stock at the time of 
the taking effect of the trust as to such property, so as to estab- 
lish the extent, quality and value of the herd at the beginning 
of the trust estate and fix the basis to which the herd must be 
substantiaily maintained to protect the remainderman and the 
basis on which the net profits are to be calculated. It is not to be 
understood that the identical number of the herd as to age and 
other points must be exactly maintained, as that will not be prac- 
ticable, but the commercial standard of the herd must be sub- 
stantially maintained. For instance, it would not do to keep a 
herd of cattle originally inventoried and not sell any of them, but 
only the calves in the herd from time to time, as in a few years 
the original herd inventoried would largely deteriorate by rea- 
son of age; rather should the trustee sell off the original cattle 
inventoried from time to time and as proper business manage- 
ment would demand, an equal number of head of new cattle being 
retained from the grown calves of the herd or purchased to in- 
fuse new blood into the herd, thus in a businesslike manner main- 
taining the quality of the herd as well as the number therein. 
While the appraised value of the herd should be determined at 
the taking effect of the trust, the value in dollars so determined 
is not conclusive upon the remainderman as fixing the amount of 
the principal of the estate in which he is interested. If the num- 
ber and standard of the herd be maintained, yet the market value 
may by appreciation increase, as other property, to the benefit of 
the remainderman; or, as other property, may decrease by de- 
preciation, to his detriment. Either would be determined in the 
event of subsequent sale of the entire herd, instead of merely the 
increase and products thereof. True, if the herd were sold at 
the time of the first inventory and if the proceeds realized the 
appraised value in dollars, the amount of the principal of the 
trust estate to be held for the remainderman would be fixed at 
such proceeds; yet, until there is a sale of the entire herd, the 
exact value to the remainderman is not determined. Should part 
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or parts of the herd be sold from time to time, the same princi- 
ples apply where such part or parts are not to be taken as be- 
longing to the natural increase of the herd under the principles 
above mentioned. A herd of cattle belonging to a trust estate is 
merely a stock in trade, the same as merchandise in a mercantile 
business which may be placed in trust for a life tenant and re- 
mainderman. The law does not favor the investment of trust 
funds in trade or business, and this includes the conduct of a 
business connected with the handling of live stock. 

The foregoing remarks apply to live stock considered from 
a business view. Such remarks do not apply to pet animals or 
other animals specifically mentioned in the instrument or will 
creating the trust for a life tenant and remainderman, such as a 
valuable trotter or prize cow and other particular animals hav- 
ing a personal, special or peculiar value. As to such animals, if 
express direction or authority is given to allow the life tenant the 
use of the animals, the life tenant may use them in a usual and 
reasonable manner, feeding and taking usual care of them. In 
the event uf the death of such animals during the trust without 
the negligence of the life tenant, the loss falls on the remainder- 
man. If no express authority is given the trustee to allow the 
life tenant to use the animals, then the trustee can only dispose 
of them and invest the proceeds, the income on such investment 
with other income to go to the life tenant and by the trustee to 
be credited to the income of the trust estate. 

35. Where shares of stock in a business corporation are held 
by a trustee for a life tenant and remainderman, such trustee, so 
far as participation in the profits of the corporation is concerned, 
stands on the same footing as any other stockholder of the cor- 
poration, and the trustee is not entitled to any proportion of such 
profits until declared as dividends at the discretion of the direc- 
tors of the corporation from time to time. The rule as to shares 
held by a trustee for a life tenant and remainderman is that divi- 
dends declared out of current earnings and paid the trustee 
for a life tenant and remainderman should go to the life tenant, 
and on receipt by the trustee should be credited to income of the 
trust estate. As to dividends out of current earnings, the law is 
now well settled, whether such dividends be declared payable in 
cash, in securities in the treasury of the corporation declaring 
the dividends, or in treasury stock of the corporation declaring the 


94 




















Accounting between Life Tenants and Remaindermen 


dividends, that such dividends out of current earnings should go 
to the life tenant of a trust for a life tenant and remainderman. 
Where the dividends are regular, or fairly regular, and the corpo- 
ration has current earnings, it will be presumed that the dividends 
declared are out of its current earnings. Extra cash dividends de- 
clared by a corporation during the continuance of a trust for a life 
tenant and remainderman, being merely extra out of current earn- 
ings, and not amounting to a distribution of any of the surplus 
or undivided profits of the company earned before the trust was 
created, likewise go to the life tenant and when received by the 
trustee should be credited to income of the trust estate. Where 
shares are bequeathed to a trustee in trust for a life tenant, and 
on which a dividend has been declared by the corporation but not 
paid at the death of the testator, such dividend should be col- 
lected by his executor and go into the general estate of the dece- 
dent and not to the life tenant. Where dividends declared are 
not out of current earnings, then the general rule stated does not 
apply and close discrimination is required in the adjustment of 
the dividends between income and principal of the trust estate, 
for the protection, respectively, of the life tenant and remain- 
derman. 

Where shares are purchased by a trustee for a life tenant and 
remainderman and at the time of such purchase a dividend has 
been declared on the shares but has not been paid, and if the 
transfer books of the corporation as to the payment of the divi- 
dend have not been closed, so that transfer of the shares may be 
made and the trustee collect the dividend declared before the 
purchase of the shares, yet, on receipt of such dividend, and even 
if out of current earnings, such dividend should not go to the life 
tenant, but should be held for the remainderman and credited to 
the principal of the trust estate. In such case it is conclusively 
presumed that the market value of the shares was increased by 
the amount of the dividend, and that the cost of the shares to 
the principal of the trust estate was increased by such amount 
over what would have been the cost had the dividend not been 
declared, so that on collection of the dividend and credit thereof 
to the principal of the estate the cost of the shares will be brought 
down to the proper basis. 

36. The value of shares of stock bequeathed in trust under 
a will, for the purpose of valuation with respect to the principal 
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of the trust estate, is determined as of the date of death of the 
testator, such date being the time when such trust becomes effect- 
ive. The value of shares of stock transferred in trust under a 
trust agreement, for like purpose of valuation with respect to 
the principal of the trust estate, is determined from the date of 
execution and delivery of the instrument, such date being the 
time when the trust comes into legal existence. In either case 
in such valuation the capital, surplus and undivided profits of 
the corporation are taken into consideration. The sum of these 
items, if the assets of the corporation are carried on its books 
at fair values, is the amount fixed as the amount in which each 
share represents a proportionate interest or value, and gives the 
basis for the valuation of the shares placed in trust. The items 
mentioned are not conclusive as to the market value of the shares, 
since shares in a popular corporation doing a large business and 
paying regular and large dividends will sell on the market for 
considerably in excess of the actual book value of the shares. 
However, the sum of said items is the sum with respect to which 
constant reference must be had in connection with shares held by 
a trustee in trust for a life tenant and remainderman, to deter- 
mine the net earnings of the corporation during the life tenancy. 
Corporations do not from year to year pay out their current net 
earnings in dividends, so that at the end of each year the book 
value of its shares will fall back to the amount held at the end 
of the previous year. This would be fine as to question of earn- 
ings on shares held in trust for a life tenant and remainderman, 
but is too ideal ever to be true. As stated, the trustee holding 
shares is entitled to receive only such dividends as the directors 
of the corporation in their discretion deem proper to declare, such 
declaration always depending on the actual net earnings of the 
company and the needs of the company in the conduct of its 
business. in estimating the net earnings of the corporation, the 
law requires tie directors to set aside proper reserves for depre- 
ciation by wear and tear of property by use and for depreciation 
by decline in value and for other purposes, depending on the 
status of the business and property of each separate corporation. 
If the reserves are greater than necessary, the excess is an earn- 
ing that might have been counted but has been postponed, and if 
the reserves are smaller than amounts required for the respective 
purposes the current loss does not appear until later, when the 
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deficit is carried through the corporate accounts. If property 
in the hands of a trustee for a life tenant and remainderman ap- 
preciates in value, yet the trustee cannot consider the amount of 
the appreciation as an earning and credit it to the income of the 
estate; but the directors of a corporation may consider apprecia- 
tion of its property as an earning and credit the increase in value 
to the profit account, and with respect thereto declare a dividend 
or dividends. Any dividends declared and paid by the corpora- 
tion entirely out of surplus and undivided profits of the corpora- 
tion on hand at the time the trust for a life tenant and remainder- 
man comes into existence, should not go to the life tenant, but 
should be held for the remainderman and credited to principal 
of the trust estate, since the dividend is not out of earnings of 
the corporation since the taking effect of the trust and is in dimi- 
nution of the value of the shares as found at the beginning of 
the trust, and should be treated as a collection on account of such 
value and be held in the principal of the trust estate, the same 
as would the partial payment on a principal note held as an in- 
vestment of the estate. Where the value of stock consists in part 
of surplus and undivided profits of a corporation at the date 
when a trust for a life tenant and remainderman takes effect, as 
between the life tenant and remainderman the surplus and profits 
should be kept intact. The life tenant is entitled to dividends 
earned and declared during his life tenancy from the net profits 
of the conduct of the business of the corporation, and not from 
profits by mere appreciation of its property. A corporation may 
pay dividends out of its assets, so long as it does not impair the 
par value of its shares, and it thus may pay dividends out of cur- 
rent earnings, out of its undivided profits, out of its surplus, and 
out of earnings by appreciation of its property—as distinguished 
from earnings from the conduct of its business. A life tenant 
is entitled to dividends out of current earnings from the business 
of the company and out of undivided profits or surplus earned 
during the existence of the trust; the life tenant is not entitled 
to dividends out of undivided profits or surplus earned before 
the existence of the trust, and is not entitled to dividends de- 
clared out of profits by appreciation of property owned by the 
corporation at the creation of the trust—as distinguished from 
earnings by the conduct of the business of the company. A divi- 
dend declared out of profits resulting from the sale of real estate 


97 











The Journal of Accountancy 


owned by a business corporation at date of death of a testator 
is a dividend out of appreciation in value of the property sold, 
not a dividend out of the conduct of the business of the company, 
and legally should be held for the remainderman, and when re- 
ceived by the trustee should be credited to principal of the trust 
estate. As dividends are declared and paid from the sources 
mentioned they do not show their origin, and the trustee must 
be cautious in the matter of crediting to income or principal. If 
unusually large the trustee is put on inquiry, and if the facts can- 
not readily be determined the trustee should bring proper pro- 
ceedings in court to investigate the facts, to which proceedings all 
parties interested in the trust estate should be made parties, so 
that the court may determine how the particular dividend shall 
be credited, in whole or in part to income or principal, or both. 
It is now immaterial whether the dividend be all in cash, or all 
in securities in the treasury of the company, or all in treasury 
stock of the company, or partly the one or the other; formerly 
it was otherwise. 


(To be continued) 
































Municipal Cost Accounts* 
By E. Ermer Straus, C.P.A. 


The services which a modern municipality renders to its citi- 
zens are varied in scope and character. It builds subways; 
operates gas, electric light, and water plants; constructs and re- 
pairs streets, cleans, and sprinkles them; protects the lives and 
property of its citizens; cares for its poor, sick, and insane; edu- 
cates its citizens and renders many other services. 

As the activities of a large municipality are so varied, the 
modern city has divided its work among bureaus and depart- 
ments, each of which is created for doing some specific portion 
of the work, and each of which has its chief or director. When 
the city was small, there were few bureaus and departments, but 
as its population and area increased, and as traffic and industries 
became complex, necessity arose for the creation of new bureaus 
and departments to take care of new activities undertaken by the 
city, or to give special attention to work which had formerly 
been done by bureaus or departments already established. 

When there were few bureaus and departments, a city’s 
financing was comparatively simple. The heads of the various 
bureaus and departments at a stated time each year submitted 
to the mayor schedules of the amounts of money which they 
estimated would be required by them during the coming year 
to pay the sularies of their employees, and to meet the expenses 
to be incurred in doing the work for which their bureaus and 
departments were created. 

To these estimates were added the general obligations of the 
city, such as bond interest, sinking fund requirements, etc. 
These estimates, taken together, were known as the city’s bud- 
get, and were submitted to the city council for its action thereon. 

Notwithstanding that departments may have increased in 
number, requiring more employees and greater cost in perform- 
ing a city’s work, the form of budget used by many cities is still 
nothing more than schedules of amounts desired by each de- 
partment, with little or no detail other than total amounts 
required for salaries and different classes of materials and ex- 
penses. 


* Paper read at a meeting of a civic association in Pittsburgh, November 27, r91I. 
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A new form of budget for use by the city of Pittsburgh has 
recently been designed. The most important features of this 
new form are: 


1st. The use of a standard code of classifications for the 
requirements of all departments, thus admitting of comparisons 
between items of the same nature in different departments. 

2d. The detailing of the number of employees, their salaries 
and wages, and, wherever possible, the specifying of the quan- 
tities of materials desired, as well as their unit and total cost. 


It is the duty of the city council, after giving consideration to 
the budget and to statements of expected income other than 
taxes, to fix the tax to be assessed against the citizens at a rate 
which will yield sufficient revenue to provide for the excess of 
the budget over income. 

After making such changes in the budget as it desires, the 
city council passes an ordinance specifically appropriating funds 
to meet the requirements set forth in the budget. This ordinance 
is the authority for the city controller to sign warrants against 
the city treasurer for the payment of bills properly certified to 
him and which, in his judgment, are covered by the budget. The 
individual sums mentioned in the ordinance are given numbers 
and are known as “ Appropriations.” 

Additional appropriations in cases of emergency may be made 
by the city council at any subsequent time, upon presentation of 
a certificate of necessity signed by the mayor and controller. 

The controller, as the city’s accounting officer, is responsible 
for the recording of its financial transactions. He must not 
only keep an accurate record of what the city receives, but he 
should ascertain that the city receives full value for all its ex- 
penditures. 

Municipal accounting systems usually contain no record of 
the capital invested in public service enterprises and other im- 
provements, nor can complete statements of a municipality’s as- 
sets and liabilities usually be prepared from its accounting 
records. 

These systems generally consist of records of receipts and 
payments, and memoranda ledger accounts showing the total 
amounts of unpaid taxes, the condition of sinking and special 
funds, and the city’s indebtedness. 
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The receipts are usually divided according to their sources, 
and payments are charged to appropriation accounts, a separate 
ledger account being kept for each appropriation. 

Accounts may be honestly kept and show accurately all of 
the city’s financial transactions and still be of little value, except 
to show the volume of the transactions in each class of receipts 
and payments and the correctness of the unexpended cash 
balance. 

In industrial enterprises, it has long since been recognized 
that the accounting methods must be such that not only shall the 
integrity of the accounts be preserved, but information adequate 
for operating purposes shall be furnished. When the margin 
between the total receipts for sales of manufactured goods and 
the expense of manufacturing and marketing them was large, 
the inadequacy of unscientific accounting was not so noticeable 
as at present. With the narrowing of the margin of profit, the 
necessity for accounting which would reveal waste and assist 
in the intelligent management of enterprises became more ap- 
parent. Under the pressure of necessity, accounting for indus- 
trial enterprises has been greatly developed within the past dec- 
ade, and scientific accounting has become a vital factor in the 
management of successful concerns. 

If any concern’s accounts, no matter how accurately or hon- 
estly kept, do not give the management such information as will 
enable it intelligently to effect economies, their greatest value 
is lost. 

The development of municipal accounting systems has not 
kept pace with that of industrial and commercial systems. The 
absence of competition and the frequent changes in the personnel 
of administrations are, in part, responsible therefor. If expen- 
ditures exceeded receipts, all that was necessary was to borrow 
money or to increase the tax rate during the subsequent year. 
Provision has been made in the past for limiting the borrowing 
capacities of cities to a certain percentage of the assessed value 
of the property of their citizens. Resort is now being had to 
various methods to increase their income; tax rates have been 
raised so high in some cities as seriously to interfere with their 
growth ; assessments have been increased in others so that prop- 
erties are now assessed at full market value, whereas formerly 
they were assessed at approximately two thirds of their market 
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value; and constant attempts are being made to increase the 
debt limit. 

All these facts indicate that something must be done; that 
cities must either curtail their expenses or that they must render 
less service to their citizens. They have reached the crisis long 
since faced by industrial and commercial concerns. They must 
have information which will enable their officials and depart- 
ment heads intelligently to effect such economies as will allow 
the continuance of efficient service to their citizens, without in- 
creasing the financial burden which they are already carrying. 

The mere recording of the financial transactions of any cor- 
poration, whether industrial, commercial, or municipal, and the 
collection of data concerning work done, is not sufficient for this 
purpose; even the proper classification of these transactions and 
this data, of itself, is not sufficient. The codrdination of the 
financial records with data relative to work done or service ren- 
dered by the corporatior is essential before information is avail- 
able for the intelligent administration of its affairs. The records 
of the financial transactions of a corporation are its financial 
records ; the data concerning work done or service rendered are 
its statistics ; and the records showing the relation of its expenses 
to units of work done or measure of service rendered are its 
cost accounts. 

The units used in cost accounts will, of course, differ with 
the nature of work done and the service rendered. Where small 
articles are produced in large quantities, such as electric dry bat- 
teries, the unit would be a thousand batteries of each type. The 
ton-mile and passenger-mile are the units generally used by 
steam railroads with, of course, different units in the various 
departments ; the kilowatt hour, a thousand cubic feet of gas and 
a thousand gallons of water are generally used by electric, gas, 
and water companies respectively. In the professions, where the 
nature and extent of service rendered each client are materially 
different, separate accounts are kept to ascertain the cost of the 
service rendered each client. 

The divisions of city work are so varied in nature and extent 
that at first thought it would seem impracticable to design and 
install cost accounts which could be used for administrative pur- 
poses. It is admitted that the problem is not an easy one, and 
that it requires much careful study. The problem of design- 
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ing cost accounts for the various departments of a municipality, 
however, is really equivalent to that of designing them for a 
number of corporations engaged in different activities. 

The cost accounts must be grouped around different func- 
tions or divisions of city work, and designing of them involves: 


Ist. Study of the nature and extent of each division of city 
work with a view to ascertaining a proper unit or basis around 
which to group the cost of work done or service rendered. 

2d. Provision for the collection in each department of the 
necessary data to be combined with the financial records in order 
to ascertain the unit cost of work or service. 

3d. Provision for the recording of financial transactions in 
each department, and their classification into groups or accounts 
which can be combined with the data to which reference has 
been made. 

4th. Provision for monthly reports by each department to 
the city controller, which reports should show the quantities of 
work done and extent of service performed, and the unit and 
total cost thereof. 


The value of cost accounts to a city can hardly be over- 
estimated. The heads of departments will be assisted in the 
proper administration of their departments by their use, and 
they will enable the controller and other interested officials and 
persons to make monthly comparisons of the unit cost of similar 
work and service in the same or different departments. Com- 
parison with the cost of similar work and service performed by 
other cities and corporations may also be made. 

The approval of bills and pay rolls by a department. head, 
and his certification that the materials shown by the bills have 
been received, and that the employees reported for work on the 
days shown by the pay rolls, is no indication that the city has 
réceived full value for the amounts expended. Cost accounts, 
which show not only the expenditures made by a city but also 
the work and service performed, and the unit cost thereof, will 
be of material assistance to the controller in ascertaining whether 
a city is receiving the full benefit of its expenditures. If the 
cost of doing work or rendering service increases without a cor- 
responding increase being shown in the quantities of work done 
or extent of service rendered, the unit cost thereof will imme- 
diately rise. Investigations of unexplained cost fluctuations 
should be made to ascertain whether or not the city is paying 


103 











The Journal of Accountancy 


for something it did not receive, notwithstanding the certificates 
of the department heads on the bills and pay rolls. 

The value of uniform systems of municipal accounts has 
been recognized for some years past. The National Municipal 
League has been advocating them for the last fifteen years, and 
the Bureau of the Census at Washington has established a sys- 
tem of standard classifications which it is endeavoring to have 
adopted by the cities of the country. The states of Ohio and 
Indiana have established bureaus for the installation of uniform 
accounting systems in their cities, towns, and counties. In 1906, 
Massachusetts established a Bureau of Statistics to classify and 
publish along uniform lines the financial reports of its cities. 
These uniform accounting statistics are particularly interesting 
and trustworthy in making comparisons with cities having approx- 
imately the same population. The adoption by cities generally 
of uniform classifications of their financial transactions is a 
mark of progress in the field of municipal accounting. 

The classifications prepared by the Census Bureau aim to 
group municipal expenditures according to kinds of work done 
or service rendered by the city. In 1909, Pittsburgh’s progres- 
sive controller began classifying the city’s financial transactions 
along the general lines recommended by this bureau. This clas- 
sification meant increased work in the controller’s office, as it 
did not relieve the controller of the necessity of keeping the 
financial records according to general appropriation items. This 
action on his part is commendable, as it is evidence of his de- 
sire to improve the city’s accounting methods. 

Even with the general adoption of a uniform system of clas- 
sification of financial transactions by all cities, the comparison 
of the results will be limited to cities having approximately the 
same population, because the statements will show only total 
amounts in each class and not unit costs. If a uniform system 
of cost accounts were generally adopted by American munici- 
palities, comparisons could be made of the cost of work done 
and service rendered on a unit basis; such comparison would 
then not be limited to very few cities, as is now the case. 

The ability to make monthly comparisons of unit costs in the 
same departments of the same city is in itself of such great value 
as to warrant any large city in being the pioneer in this progres- 
sive movement. 
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Information which cost accounts give should be of ines- 
timable value to department heads in the administration of their 
departments, and should enable them to effect economies which 
now cannot intelligently be effected. It will be an additional in- 
centive to good work, as the department heads will realize that 
their efficiency will be judged by the work and service performed 
by their departments and the unit cost thereof. If they are 
equipped with such information, it can be justly demanded that 
they seek continually to reduce the unit cost without affecting 
the quality of the work and service performed, until the monthly 
statements show efficient departmental administration, and until 
the unit costs compare favorably with the costs of similar work 
and service performed by different departments, or by other 
cities and corporations. 

It is well to lay emphasis on the fact that while the province 
of cost accounts is to reveal the actual cost of performing cer- 
tain specified units of work or service, low unit costs are not of 
themselves conclusive evidence of real economy in operation or 
administration. The quality of the work and service performed 
should be considered when judgment is passed as to whether or 
not actual unit costs are high, and comparisons should be made 
between unit costs of work and service of similar quality and 
performed under similar conditions, or a reasonable margin al- 
lowed for difference in quality of service or dissimilarity in con- 
ditions under which it is performed. 

If the unit cost of work done and service rendered by a city 
is greater than the cost of similar work and service performed 
by other cities or corporations, after due allowance for differ- 
ence in quality and conditions has been made, then that city is 
not receiving the full benefit of its expenditures. Where this is 
the case, the continuance of work at excessive cost is unjust to 
the city’s taxpayers, and steps should be taken at once to effect 
economies. The reducing of unit costs without affecting the 
quality of work and service means economies that will provide 
money without additional taxation for needed extensions of city 
work, or enable a reduction to be made in the tax rate, either or 
both of which results are of vital importance to the taxpayers. 

The natural resources in or surrounding some cities, their 
transportation facilities and their geographical location are fac- 
tors in their growth. The economical or wasteful administra- 
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tion of their financial affairs may either enhance or offset to a 
great extent the value of these factors. 

No city can long continue to attract new industries if it is 
facing increased tax rates, increased property assessments and 
increased debt, which condition may be brought about by ad- 
ministration of its affairs if definite knowledge of the unit cost 
of each and every one of its activities is lacking. 

In the early part of 1911, the Pittsburgh Civic Commission 
engaged certified public accountants to make a study of, and to 
suggest improvements in, the accounting system of the Depart- 
ment of Charities, so that the unit cost of each of its activities 
would be shown. It was found that nearly all the data neces- 
sary for keeping the accounts on a cost basis was already being 
gathered, but that the Department’s statistics were not combined 
with the financial records in any way to show the unit cost of 
each activity. 

DEPARTMENT OF CHARITIES, CITY OF PITTSBURGH, PENN. 


EXPENDITURES FOR FREE MEDICAL SERVICE 


Year ended September 30, 1910 
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SE Gicsie wa Glans 3 aaa 344 299 643 600 .00 -93 685 
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0 a ee 159 752 600.00 .80 442 
RS Sp ge 197 5! 248 600.00 2.42 233 
epee: ae 270 623 600 .00 .96 574 
Total...........| 6,218 | 4,958 | 11,176 $8,388.71 | $ .75 | 8,631 
peNend 

7 Cost of Cost per 

Prescriptions compounded: muah Drugs Prescription 
es as dicts henerigns wai 8,631 $374.08 $ .043 


Forms were designed to enable the records to be kept on a 
cost basis, and as a test of their practicability, the actual trans- 
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actions of the Department for the fiscal year ended September 
various activities calculated. Comparisons were made of the 
unit costs in each of the twelve charity districts of the city, and 
of the unit costs of similar activities in other cities. 

The results fully demonstrated the value of keeping munici- 
pal accounts on a cost basis. This is demonstrated by the forego- 
ing statement of the unit cost in different districts of only one of 
the department’s activities, viz., that of free medical assistance to 
the poor by physicians employed by the city. 

The low cost in District No. 1 is due partly to the fact that 
the physician in this district examines cases to be sent to city 
homes in addition to rendering medical assistance to the poor. 
The differences in cost between the other districts, however, 
are not easily explained and suggest the need of either rearrang- 
ing the districts, so that the work will be more equitably divided 
between physicians, or of paying physicians on a basis of service 
rendered, rather than employing them at annual salaries. If the 
districts were rearranged, it would probably be found possible 
to render the same service with a less number of physicians, thus 
effecting an economy in this branch of the department. 

A comparison of the unit cost of free medical service to the 
poor, rendered by five American cities from which figures were 
available, is also interesting, as shown in the table on the follow- 
ing page. 

There is no reason why a city’s financial affairs should not be 
conducted along business lines, and there is every reason why a 
city’s officials and department heads should administer its affairs 
with all possible economy, consistent with a good standard of 
service. The province of cost accounts is to bring out the facts, 
and the efficiency of officials and department heads will be shown 
by the use they make of them. 

Citizens should receive the full benefit of the taxes paid by 
them. Only efficient men should be elected or employed by a 
city. Their efficiency should be judged by the work they do 
and the unit cost of doing it. They should, however, have such 
records installed as will keep them constantly informed as to the 
extent of the work and service performed and its unit cost, and 
enable them intelligently to effect economies without reducing 
the standard of work and service. 
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Standardization of Accounting Forms and Methods 
By H. C. Benttey, C.P.A. 
First ARTICLE 


The discussions and illustrations of the present series of ar- 
ticles are confined to the accounts of mercantile and manufac- 
turing businesses. Three reasons for this are as follows: 

(1) These two classes comprise the greatest number of busi- 
ness institutions of this country, and provide the best material 
for technical discussions of common interest to the greatest num- 
ber of practitioners. 

(2) The accounts, forms, and methods employed in mer- 
cantile and manufacturing accounting are so widely diversified, 
and have so many ramifications, that they include most of the 
forms and methods used in other classes of business. 

(3) The very important accounting terminology and methods 
of public service corporations are excluded by conditions, since 
these have been or are being standardized by the Federal Gov- 
ernment or by state commissions, as the case may be. 

During the past few years professional accountants have 
realized the desirability, if not the necessity, of standardizing 
accounting terms, accounting forms—such as the balance sheet, 
profit and loss statement, etc.—and accounting methods employed 
in professional practice, in order to bring about a greater de- 
gree of uniformity in these matters. 

The profession of accountancy is fast growing. Its useful- 
ness as a necessary institution of modern commerce and indus- 
try is being felt by the business world more and more, and its 
functions are constantly broadening. Every member of the pro- 
fession must feel that the preparation and qualifications required 
for the work, the large responsibilities assumed in its conduct, 
and the relation of the public accountant to the client, or to the 
public, as the case may be, justifies fuller recognition of the call- 
ing as a profession. The legal profession is no more essential 
to the welfare of our civic or commercial life. Its members 
are no better prepared. The breadth of the legal field is no 
greater than that of the field of accountancy, and the problems 
confronted by the individual members are no more diverse or 
complex in the one than in the other. 
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While this is true, the fact remains that accountancy is not 
recognized generally in this country as a profession. To some 
it is almost unknown. To others it is a trade—a commercial 
proposition—and to others it is vaguely known as something 
akin to bookkeeping work. 

The standardization of accounting terminology, forms, and 
methods would undoubtedly be of material assistance in placing 
accountancy in the rank of recognized professions. The at- 
tempts made to establish such uniformity, and there have been 
some very worthy ones, have not been supported by a sufficiently 
large number of the individual accountants to accomplish the de- 
sired ends. 

There are several reasons for this. The best known ac- 
countants in most cases are those who enjoy the largest practice, 
and they are so engrossed in the handling of their own affairs 
that either they are too busy to be bothered with outside mat- 
ters, or they lack interest in the profession beyond what it di- 
rectly does for them. They have their own methods, their own 
forms, and their own terminology, and these they feel must be 
correct because their clientele is satisfied. Some of them con- 
sider their methods part of their stock in trade and are averse 
to contributing ideas and information that might help the pro- 
fession in its greatest problem—consistency in practice. 

There are also accountants who will belittle any attempt 
which has for its objective point the standardizing of accounting 
practice. They argue that each engagement must be considered 
quite apart from every other, that their particular business is 
different from that of any other accountant, that conditions in 
accountancy work are so varied and peculiar that any attempt 
to formulate standard terms, or standard forms and arrange- 
ments, or standard methods, must fail because this is all 
“ theory.” 

An accountant who has gained his technical knowledge from 
practice alone has a narrow preparation after all. There is so 
much repetition in the practice, and such a tendency to estab- 
lish forms and methods and even follow them without ever in- 
vestigating their comparative merits, that he who boasts of, and 
depends upon, his long experience, casting aside theory—which 
involves the big, broad study of all accounting principles—is 
unfortunate. 
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A man worthy of the name “ professional accountant ” should 
be broad enough, and possess a sufficiently philosophical mind, 
to see the economical wisdom of giving that he may receive, and, 
generally, of being of the greatest possible service to his fellow 
accountants. A constant struggle for personal success is worthy, 
but if in that struggle the best interests of the profession as a 
whole are disregarded, the struggle will be largely in vain. 

And finally, there are so many inconsistencies in practice, 
such a great variety of opinions on the same subject, that clients 
and others outside the profession are bewildered. They wonder, 
after all has been said about accountancy’s being a science, if 
it is really nothing more than a matter of individual opinion and 
practice. They smile wisely, and shake their heads in derision, 
at the mention of accounting practice, for they see in it a con- 
fusion of unsettled opinions. Our ideas must be systematized, 
and there must be some unity in methods and practice, before 
we can expect the general recognition of accountancy as a 
profession. 

A logical reason should be ours for every professional act, 
and if we can say that this practice, or this term, or this form, 
is approved by the American Association of Public Accountants, 
and is used by the majority of the accounting profession, the 
statement will carry weight, and the practice, term, or form will 
be received with respect. 

These articles can only accomplish the results aimed at by 
the participation and codperation of accountants generally. Their 
success or failure in attaining results will depend entirely upon 
the attitude of the profession itself. 

The writer has no desire to force on the readers of THE 
JournaL his personal views. He will welcome criticisms—no 
matter how radical or caustic they may be. He does hope, how- 
ever, that the present articles may serve as the nucleus of a 
movement which will result in the standardization of such 
features of accounting practice as it may be practicable to 
standardize. 

The earlier articles will deal with the form and arrangement 
of mercantile balance sheets and profit and loss statements; the 
later ones with manufacturing balance sheets and profit and loss 
statements. 
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BALANCE SHEET FOR MERCANTILE CONCERNS 
Title. 


It seems quite unnecessary to justify by any line of reasoning 
the title “ Balance Sheet ” as an appropriate one under which to 
arrange, as at a given date, the financial position of the assets, 
liabilities, and elements of net worth of a going business. It is 
a title that is generally understood, and one that has been used 
from the time double entry bookkeeping was first introduced in 
this country. Its origin is in the “ Balance Account,” which the 
earlier writers on bookkeeping (1494 to about 1890) considered 
an essential ledger account to be used when closing the ledger, 
and its statistical function was identical with that of the balance 
sheet. As the title is used so very generally by practitioners, 
we are able to make a standardized beginning, though occasion- 
ally we see a balance sheet headed “ Financial Statement,” or 
“Statement of Assets and Liabilities,’ or “ Statement of Con- 
dition.” 

The title “ Financial Statement ” in place of “ Balance Sheet ” 
is objectionable because it is too general in its meaning. As 
ordinarily used and understood, it is synonymous with “ Finan- 
cial Report.” Ifa financial report consists of a single or folded 
sheet, it is often called a financial statement, even though it con- 
tains statements other than the balance sheet. In other cases a 
“ Financial Statement” may consist of a statement of cash re- 
ceipts and disbursements, or a statement of income and ex- 
penditure. 

The title ‘‘ Statement of Assets and Liabilities” as a substi- 
tute for the term “ Balance Sheet” is objectionable, because a 
balance sheet is not a statement of assets and liabilities only. 
It is a statement containing the balances of all accounts after 
they have been properly adjusted, except those which are iden- 
tical in nature and which may therefore be grouped (such as 
Trade Debtors, Trade Creditors, etc.), and those which are 
closed into the Profit and Loss account—the net balance of 
which is shown on the balance sheet as one of the elements of 
net worth. The par value of capital stock outstanding, surplus, 
and reserves which ultimately revert to surplus, are not liabili- 
ties. Collectively, they are the excess of assets over liabilities ; 
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the measure of equity in the assets at their stated values; the 
real net ownership of the business as a going concern. 

The title “ Statement of Condition ” as a substitute for “ Bal- 
ance Sheet” is objectionable because it is practically synonymous 
with “ Statement of Affairs ’—a title quite generally used for a 
statement showing the financial condition of a bankrupt concern, 
and arranged quite differently from the balance sheet. 


Index Title. 


When index titles are employed in a financial report, the bal- 
ance sheet is very generally designated as Exhibit A, and sup- 
porting schedules relating to assets or liabilities are respectively 
designated as Exhibit A; Schedule 1, Exhibit A; Schedule 2, 
Exhibit A; Schedule 3, etc. This method of indexing is logical, 
and is employed by a sufficiently large number of practitioners 
to recommend it as standard practice. 


General Headings. 


The two general headings of the balance sheet used most 
widely are Assets and Liabilities. 

When the two-side balance sheet is used—and that is the 
form most generally used—it is customary to head the left side 
Assets and the right side Liabilities. These headings are usually 
centered on either side, written in capitals and underlined. 

It is the invariable practice of American accountants to place 
the assets on the left side and the liabilities on the right side of 
the balance sheet. Some English accountants frame their bal- 
ance sheets in the reverse order. In this connection it is inter- 
esting to note the following quotation from “ Accounting in 
Theory and Practice,” by Lisle, a well-known English writer: 

“The fundamental idea of a Balance Sheet is that it is a 
statement showing how the Ledger Accounts of a concern stand at 
a particular moment of time. It would be unnecessary if we 
could see and comprehend at one view the contents of a set of 
ledgers. As we are unable to do this, we prepare a Balance 
Sheet, but why in the process the assets, which are on the debit 
side, and the liabilities, which are on the credit side, as, accord- 
ing to the principles of accounting, they ought to be, should 
change places, it is impossible to justify. The custom seems to 
have arisen through the influence of the forms given in Acts of 


113 











The Journal of Accountancy 


Parliament, chiefly the Companies Act, 1862, which must have 
been prepared by those unacquainted with the theory of ac- 
counts. 

“The form of Balance Sheet in which the assets appear upon 
the left side is both theoretically the correct form and in prac- 
tice is the most convenient form to use. It is the form adopted 
on the Continent, in America, and, in fact, throughout the world, 
with the exception of the United Kingdom. Until recent years 
it was the form almost universally adopted in Scotland. Prior 
to about the passing of the Companies Act, 1862, it was the form 
chiefly adopted in England, but it is so no longer. It is known 
by the name of the Continental or Scotch form. 

“The form of Balance Sheet prescribed in Table A of the 
Companies Act, 1862, has the liabilities on the left side, and this 
is the form now generally adopted throughout the United King- 
dom. The Scotch form, however, is still largely used in Scot- 
land, even for companies under the 1862 Act, which applies to 
Scotland. The practice is so diverse that there are firms of ac- 
countants in which one of the partners invariably uses one form 
and the other partner as invariably the other. It is certainly 
most desirable that the form of Balance Sheet with the assets 
on the left side, which is founded on correct principles, should 
become universal, but this could now, in view of existing statutes 
where the form which is contrary to the true principles of ac- 
counting is prescribed, only be brought about by an Act of 
Parliament. Such an Act would no doubt cause a little tem- 
porary inconvenience, but this would be nothing compared to 
the advantage of having all Balance Sheets uniform and con- 
forming to the best traditions and the accepted practice of the 
rest of the world.” 

When the balance sheet is framed in statement form the 
assets are stated first, followed by the liabilities and elements 
of net worth. The same general headings are used in the center 
and at the top of either section. 

There can be no doubt that Assets is the proper heading for 
the left side of the balance sheet, provided, of course, that in case 
of a deficit it is not shown on that side. There are some ac- 
countants who consider that deficit should be shown on the 
asset side of the balance sheet, not because they consider that 
deficit is an asset, but “in order to make the two sides of the 
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balance sheet agree in totals.” In such cases the heading should 
be Assets and Deficit. The writer can see no justification for 
this practice, and yet if surplus is a liability, why is not deficit, 
the antithesis of surplus, an asset? This, indeed, is a logical 
question, and if one believes that surplus is a liability he would 
find it difficult to defend the negative side of a debate on “Is 
Deficit an Asset?”’ Evidently the learned Interstate Commerce 
Commission is of one mind on this question, as it provides for 
deficit on the asset side of a “ Tentative Balance Sheet” sug- 
gested as a proper form for railroads, and the form of the annual 
corporation report of Massachusetts provides for showing de- 
ficit as an asset. But even at the risk of opposing the account- 
ing wisdom of such august bodies as the Interstate Commerce 
Commission and the Massachusetts Legislature of 1907, the 
writer considers that such treatment of deficit in a balance sheet 
is a striking indication of ignorance in accounting principles, and 
submits, in defence of his opinion, the following argument: 

Business men and accountants often speak of the capital of 
a business as being the amount of capital investment contributed 
by the proprietor, partners, or stockholders. When a business 
is started, and provided no liabilities are assumed at the time, 
it is true that the capital investment contributed by the owners 
is equal to the capital, but if liabilities are assumed the capital 
of the business is equal to the contributed capital plus those lia- 
bilities. In other words, all assets of a business are capital, 
either fixed or circulating, with the possible exception of sinking 
funds consisting of outside investments and any other funds 
invested in things which have no connection whatever with the 
business. 

The liabilities of a business represent, in the aggregate, that 
part of the capital which is owned on credit. They are positive 
in amount, and must be met if the business is solvent. They 
cannot be modified to meet the overvaluation or undervaluation 
of the assets, nor are they affected by the earnings or expenses. 

The remaining part of the capital—that part which is not 
owned on credit—is the amount of contributed capital as modi- 
fied by the financial results from operating. It is the valuation 
placed upon the owner’s equity in the aggregate capital (the 
total assets) as at a given date; the net worth of the business 
considered as a going productive agent. There is nothing posi- 
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tive about the net worth of a business, in so far as its money 
value is concerned, and the theory that the “ business ” owes the 
proprietor, or the stockholders, all or any part of it is purely a 
fiction. 

In the case of an unincorporated business, the net worth 
represents the measure of proprietorship, or net ownership. In 
the case of a corporation it represents the net ownership of an 
artificial body created by law—a law-made body which, as far 
as the outside world is concerned—is a single individual endowed 
with a specific period of existence, or perpetuity. 

The net ownership of a corporation is represented by its 
shares outstanding, and these shares carry no promise, express 
or implied, that all or any part of their par value will be returned 
to the holders at any time. The directors of the corporation, 
who are elected by the stockholders to administer the affairs of 
the corporation honestly and efficiently, may declare dividends 
out of net earnings as they see fit, and will, in case of liquida- 
tion, distribute the residue, if any, after paying all liabilities, but 
the directors are not bound to declare dividends even in the case 
of cumulative preferred stock, and cumulative dividends passed 
are not a liability. 

The corporation owns the capital and owes the liabilities. It 
does not owe the contributed capital nor the surplus, but, since 
the corporation is owned by the stockholders, they will, in addi- 
tion to receiving dividends from time to time, as the directors see 
fit to declare them, get, when the business is liquidated, what is 
left after paying all liabilities and expenses of liquidation. 
Hence it follows that the net worth of a corporation is a liability 
provided the business liquidates, and provided the assets bring 
enough to pay all liabilities and liquidation expenses and leave a 
residue equal in amount to the said net worth. 

Regardless of whether a business liquidates, its net worth 
will begin to change from the day the balance sheet is dated. 
If the net worth of a business is a liability, who or what owes it 
in the case of an unincorporated business? In the case of an 
incorporated business, why, if the net worth is a liability, does 
not a stockholder have a right of action against the corporation 
for his proportionate share of that net worth as stated in the 
balance sheet? Some will say because it is a permanent liability. 
Then why does it change every day? The value of capital stock 


116 


: 
' 
' 





Se tha Leen 





Standardization of Accounting Forms and Methods 


outstanding changes every time a transaction takes place which 
affects the earnings. The corporation laws of all states require 
that a fixed value, called the “ par value,” be placed on all shares 
of stock. It thus becomes necessary to show on the balance 
sheet the par or fixed value of all shares outstanding. This re- 
quirement does not make for the truth, because there can be no 
such thing as fixed capital stock in a going business, except 
in name. 

Capital stock denotes fractional ownership, and its true value 
is subject to all the modifying conditions resulting from opera- 
tions. To show the net ownership of an incorporated business, 
it is necessary to show the par value of capital stock outstanding, 
and then show the surplus, worked out as elaborately as may be 
desired, as an addition—the sum total being the net worth of the 
business. If there is a deficit, the par value of capital stock 
outstanding is impaired, so why falsify a report by inflating both 
sides of the balance sheet? Surely the prime function of the 
balance sheet is to exhibit clearly the true status of the business, 
and is it not a fact when a deficit exists that the stock is worth 
less than par, according to the values placed on the assets? If 
this be so, then why is it not correct to show the par value of 
capital stock outstanding (because the law has placed a fictitious 
value on each share), and then show the deficit as a deduction 
therefrom in order to exhibit the true status of the net worth of 
the business? Why should we follow traditions which will not 
stand the test of logic or common sense? 

The right side of the balance sheet is usually headed “ Lia- 
bilities.” This is an incomplete heading if it is meant to describe 
the class of things which are shown underneath, because, as 
stated heretofore, the excess of assets over liabilities is not a 
liability, but rather the equity in assets owned. A balance sheet 
shows on the left side the gross value of ownership, and on the 
right side the offsets which must be met (liabilities) and the net 
ownership. 

Some accountants head the right side of the balance sheet 
“ Liabilities and Capital.” This is a step in the right direction, 
because a heading should be descriptive of all that follows un- 
derneath. Strictly speaking, however, all the assets of a busi- 
ness are capital. Capital is rightly defined by the economist as 
being that part of wealth which is employed in the production 
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of additional wealth. A commodity is in a productive stage 
until it reaches the ultimate consumer. Hence a trading busi- 
ness is a productive agent, and it is assumed that all its assets 
are essential to its operations as a productive agent and are there- 
fore CAPITAL. 

A further objection to the use of capital in conjunction with 
liabilities as a heading for the right side of the balance sheet is, 
that the word has too great a variety of meanings: ¢.g., in the 
case of an individual proprietor or partnership, capital indicates 
net worth; in the case of a corporation it is invariably used to 
denote the par value of capital stock outstanding, thus excluding 
the other elements of net worth which are included when speak- 
ing of the capital of an unincorporated business; and from the 
economist’s viewpoint capital consists of all the assets of a busi- 
ness. This last use of the word seems correct, logical, and per- 
mits of consistent treatment regardless of whether the business 
is incorporated. 

The writer suggests as a heading for the right side of the 
balance sheet “ Liabilities and Net Worth,” or “ Liabilities and 
Net Capital.” Such a heading will appear to some as theoretical 
or “ text-bookish,” but nevertheless it is one that is readily un- 
derstood, and one that is free from ambiguity. It can mean but 
one thing—the amount a business is worth based upon the valu- 
ation placed upon its assets. It is the amount of contributed 
capital plus the accretion or minus the deficiency. As stated by 
James Nixon, an accountant, in his “ Rudiments of Bookkeep- 
ing” (1854): “ The assets minus the debts can be nothing more 
or less than a substitute for the original contributed capital, in- 
creased by the gains or decreased by the losses.” There should 
be some term descriptive of this net ownership. It is not a lia- 
bility, and yet it is something. Stockholders consider it a re- 
sponsibility on the part of the corporate management, but not a 
liability of the business. 

The common practice of showing capital stock as the first 
item on the balance sheet under liabilities, and the balance of 
net ownership as the last thing on the liability side, would seem 
to indicate that capital stock is the most fixed of all liabilities. 
It is “ fixed” in law but not in fact, and why it should precede 
bonded debts is beyond the understanding of the writer. If a 
stockholder desires to ascertain the net worth of a corporate 
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business he must go to the top of the balance sheet for one ele- 
ment, and to another part, perhaps the center of the list of the 
liabilities, for another (reserves which revert to surplus), and 
to the bottom of the asset or liability side for the other—depend- 
ing on whether there is a surplus or deficit. It seems much more 
consistent to group these elements so that the net worth may 
be seen at a glance. It is not necessary to head the group “ Net 
Worth or Net Capital,’ any more than it is necessary to arrange 
the fixed assets under the heading “ Fixed Assets.” 

The point which the writer attempts to make is that the ele- 
ments of net ownership should be grouped in the case of a 
corporation. No accountant would separate the elements of net 
worth of a partnership by showing the original investments as 
the first items under liabilities, and the remaining elements as 
the last items under liabilities, and yet the two cases are iden- 
tical so far as financial statistics are concerned. This idea of 
grouping the elements of net ownership is carried out in the 
form of credit blanks adopted by the American Bankers’ As- 
sociation. 

The writer desires to submit the following brief definitions 
of terms which have been discussed in this article, and also an 
outline for the title, index title, and headings of a mercantile 
balance sheet. 


SUGGESTED DEFINITIONS FOR THE FOLLOWING TERMS 


Authorized Issue. 


The aggregate par value of the maximum number of shares 
of capital stock which a corporation is permitted to issue as pro- 
vided for in its certificate of incorporation. 

If the issue of more than one class of stock is permitted, the 
authorized issue of each class should be shown separately. 


Capital Stock. 


The par value of all shares of stock issued and outstanding. 

If more than one class of stock is issued, the par value of all 
shares of each class of stock issued and outstanding should be 
separately stated under proper subheadings. 
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Capital. 


The aggregate value of all assets owned by a corporation, 
partnership, or individual proprietor. 


Assets. 


All debts owing to, and all things of value owned by, a cor- 
poration, partnership, or individual proprietor, including the un- 
consumed portion of expense items incurred. 

Assets may, in most mercantile businesses, be grouped as 
follows : 

Fixed (or Permanent) : 

Tangible. 
Intangible. 

Sinking Funds. 

Outside Investments. 

Current (or Circulating). 

Expense Items Paid in Advance, 

or 
Deferred Charges to Profit and Loss. 


Liabilities. 

All debts incurred for which value has been received, and 
any portion of debts to become due in the future which have 
accrued to date. 

Liabilities may be grouped as follows: 

Fixed (or Bonded). 
Current (or Circulating). 
Accrued Items. 


Net Worth. 


The excess of the value of assets over liabilities. 
The elements of Net Worth are: 


Corporation: 


Capital Stock plus reserves, which revert to surplus, 
plus surplus, 
or 
Capital Stock less deficit. 
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Partnership or Individual Proprietorship: 


Original contributions by owners plus subsequent con- 

tributions plus net profits less drawings, 
or 

Original amount of contributions by owners plus sub- 
sequent contributions less net losses less drawings. 
(If interest is computed on the partners’ accounts, 
this will add an element of net worth not shown 
above. ) 


Succestep TiTLeE, INDEX TITLE, AND HEADINGS FoR A MeER- 
CANTILE BALANCE SHEET 


American Trading Company 
Exhibit A * 
Balance Sheet—December 30, 1911 


Assets Liabilities and Net Worth 


* Some accountants prefer to place the index title at the bottom of the statement instead 
of as shown above. Either way would be considered good form. 
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The Development of Mercantile Instruments of 
Credit in the United States * 


By JosepH J. Krein, Ph.D., C.P.A. 
Part VI 


Tuirp NATIONAL PERIOD 
1873-I9II 
EconoMiIc REVIEW 


Large scale production is the characteristic feature of our 
modern manufacturing, transporting, distributing and exchang- 
ing enterprises. The phenomenal increase in railway mileage 
and the rapid extension of telegraphs and telephones since the 
Civil War converted local establishments into national ones. 
Corporations and larger combinations of capital were the nat- 
ural outgrowth of the new conditions. The population in 1860 
was about 30,000,000; by 1gIo it had been tripled. There was 
an even greater increase in wealth, but the distribution was 
hardly normal to judge from the concentration process which 
is discernible. 

As a result of the economic and industrial progress so hastily 
sketched, or at least, as accompanying it, some important credit 
changes are to be noted. The function of these concluding 
pages is to point out the last phases in the development of credit 
and especially of mercantile instruments of credit, so as to leave 
the subject in the form of a summary of the more important 
items included under our general headings. Particular attention 
is directed to several points:—a, modern banking operations in 
relation to mercantile credit; b, note brokerage; and c, general 
credit and the effect of mercantile credit agencies and credit in- 
demnity bureaus upon it. As most of this information was ob- 
tained by interview and correspondence, the reader will not be 
disturbed often by reference to sources. 


BANKING OPERATIONS CONNECTED WITH MERCANTILE CREDITS 
The first change to be forced upon our attention as we ap- 
proach the present epoch in our national life is the fact that 


* Most references to sources of information have been eliminated. Those interested in 
specific points should communicate with the author in care of THE JourNaL.—{Ed.] 
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banks play a greater part in our economic life than ever before. 
They are the money exchange centers for the nation; they 
finance its industries; they do much of the work which we saw 
was formerly intrusted to commission merchants and to others. 

The national banks have grown to supreme importance, but 
state and private institutions thrive in their midst. We have al- 
ready noted that colonial banks were not commercial institu- 
tions; the deposit, discount and check banks began with Inde- 
pendence, and have continued ever since. 

From our previous study, we learned that loans and dis- 
counts were not always made on a scientific basis. It was not 
until 1890, or thereabouts, that banks began to establish credit 
departments. No discussion regarding bank credits is to be 
found in the year books of the American Bankers’ Association 
from 1875, the year of its organization, until 1890. In 1892, 
Mr. James G. Cannon, President of the Fourth National Bank, 
New York, who investigated this subject, found not more than 
half a dozen banks throughout the country which maintained 
credit departments. His ideas on this subject are clearly out- 
lined in a published address entitled ‘ Buying Commercial 
Paper.” Now most large banks have such a department, and it 
is looked upon as an important and integral part of the insti- 
tution. 

Another change worthy of comment is the growing practice 
of banks to discount the single name paper of their own de- 
positors. It has already been indicated before, and it will be 
pointed out again under “ Brokerage,” that banks had purchased 
single name paper through brokers for some time. The late 
president of the Importers and Traders’ Bank, New York, Mr. 
Buell, conceived the idea of accepting his depositors’ paper for 
discount. This occurred shortly after the 1873 crisis. He 
pointed out that by obtaining advances on what was practically 
their general business standing, they could anticipate their pur- 
chases which would really result in a gain being shown on their 
total discount transactions. This system rapidly spread, and 
naturally led to the submission of balance sheets on the part 
of prospective borrowers. It also led to a system somewhat 
analogous to the Canadian system whereby a depositor would 
receive permission of his bank to offer a certain amount of 
paper for discount during the season. But the procedure could 
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not spread as rapidly as in the Dominion because, unlike there, 
American business men keep more than a single bank account. 


THe BANK CIRCULAR 


In the preface of this paper, it was stated that one of the 
means employed in securing information for this investigation 
was by means of circularizing banking officials, among others. 
We cannot do better than to study the replies received. The 
first question was: 


What per cent. or amount of loans (in your institution, or in institutions 
with which you are familiar) is made on: 


(a) Bills of Exchange (drafts and acceptances); 
(b) Promissory notes (two or more names); 

(c) Single name paper; 

(d) Collateral security (stocks and bonds); 

(e) Any other evidences of indebtedness? 


The main object of this question was to ascertain what part 
the draft played as an instrument in mercantile credits. Most 
of the other items could be obtained from the reports of the 
national banks made to the Comptroller of the Currency. The 
largest and most influential banks were the ones selected of 
whom inquiry was made. In general it may be said that those 
cities which are centers for the shipping or exporting of the 
staples and of meat products still continue to make advances 
upon bills of exchange. We shall soon see that much of this 
work is carried on in the foreign departments of the banks. 

The banks of New York and those of Chicago are, by far, 
the principal agencies for the negotiating of foreign bills of ex- 
change. In the latter city, one of the banks reports that its 
ownership of this kind of paper varied from something less than 
IO per cent. to over 30 per cent. of its total loans and discounts 
since the beginning of 1909. Philadelphia reports “ practically 
not any.” New England shows as high as 2 per cent, while 
St. Louis finds the amount too small to mention. The South 
shows almost “ none,” but New Orleans loans on bills of ex- 
change are greater than on real estate, due to its cotton financ- 
ing. Throughout the Central West, in general, the per cent. is 
less than one, though in the Dakotas it reaches nearly three. 
Kansas writes that its loans on bills, drafts and acceptances 
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reach 10 per cent. It is not practicable to plot these figures on 
a chart, because there are so few of them. 
The object of the next question is self-evident: 


Was the proportion shown above always such, or does it differ from 
former periods? Please indicate the approximate increase or decrease in the 
kind of paper handled, and state about what year the change, if any, took 
place. 


Regarding the bills of exchange and acceptance, most of the 
correspondents agree that the last twenty-five years has not re- 
vealed a material change. This view is based on their general 
knowledge, but no figures were submitted, and none, for scien- 
tific purposes, is probably available. The Kansas reply states 
that “ the proportion of bills of exchange is increasing. The in- 
crease is gradual, but the rate of increase much more marked 
during the last five years.” New Orleans notes a corresponding 
decrease, and Utah a smaller one since about 1880. A number 
of states show an increase in single name paper, while a few 
report a falling off since the last panic. A chart soon to be pre- 
sented will reveal the nature of the case better. 


DISPLACEMENT OF THE INLAND BILL OF 
EXCHANGE 


The next question was submitted to a number of students of 
finance and to business men, as well as to bankers: 


To what factors in commercial or economic life do you attribute the fact 
that inland bills of exchange, drafts, and acceptances have been (largely) 
displaced by promissory notes? 


A gentleman from the South, who was in business there 
since before the war, affirms that it was never customary to 
draw on debtors,* so that there was no displacement there. Ac- 
ceptances were not general in Chicago, so far as could be 
learned, even during the war. Some bankers suggest a solution 
in the fact that the custom of discounting purchases necessitated 
the issuing of personal notes to the bank for loans, so that time 
drafts were no longer necessary. The drawing of drafts came 
to be looked upon as a reflection on the credit of the drawee. 
This is true, but it does not explain what we are after. In a 


* Of course “ sight drafts’ for the purpose of effecting collections, are excluded. 
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similar way, many others reason. They say, for instance, that 
‘““ merchants can more conveniently now, than years ago, carry 
their customers on open account because loans” are readily 
available. New Orleans and the South agree with this last 
view, but add that the growth of banking has been influential 
too. Many New York bankers attribute the change to the 
National Banking Act, which fails to provide for the accepting 
of bills on the part of banks as is the custom abroad. 

The writer does not deem himself competent to speak the 
fast word on the subject. We know that since the war capital 
has increased wonderfully, and banking has grown apace. The 
increase in banking capital and loanable funds has enabled the 
merchant to secure advances so as to be able to carry his cus- 
tomers along. But to argue that the extension of banking 
credit facilities has resulted in the disuse of the draft is an ex- 
ample of the post hoc propter hoc fallacy. In England and on 
the Continent, acceptances flourish despite great capital. As was 
intimated earlier, the bank check, very early in our economic his- 
tory, became so easily available for distant exchanges, that the 
three-party draft no longer tended to serve exclusively its 
theoretical function. Along the same line of reasoning may be 
added the increasing centralization of trade and industry so as 
to minimize the probability that the debtor and creditor of a 
merchant will reside in the same distant city, and that a single 
payment between the neighbors will cancel the ledger accounts 
of all concerned. Another, and probably the best, reason, is to 
be sought in the fact that damages were formerly exacted on 
protested bills of exchange, and the lack of uniformity in the 
penalties imposed made the use of such instruments annoying. 
Though damages were omitted in the Negotiable Instrument 
Act adopted by over forty states, some of these continue the 
old damage statute on their books. Massachusetts is an ex- 
ample of such a state, though we have been informed that the 
law is not enforced. It is possible that the doubt which existed 
regarding the outcome of a possible protest led business men grad- 
ually to discontinue their use, and when the damages were 
reduced, the alienation had already proceeded too far to be 
stopped. 


126 


| 
| 
| 














The Development of Mercantile Instruments of Credit 


MosiLity OF CAPITAL 


Improvements in communication unite the thoughts and hap- 
penings of the universe. The electric current brooks no delay. 
Capital is more or less mobile, and according to accepted economic 
theory tends toward those places which will yield maximum re- 
turns. In view of these factors, it is pardonable to assume that 
when there existed a superabundance of funds in one part of the 
country, and a known need in another section, that some arrange- 
ments, through organized channels or agencies, might exist 
whereby lender and borrower could meet each other. With this 
idea in mind, the following question was submitted to representa- 
tive bankers and business men: 

How dves your community acquire needed working capital 
for industrial purposes when the local banking institutions have 
used up their available surplus? 

Some of the answers to this question are presented in con- 
nection with the inquiry regarding rediscounting. In general, it 
may be said that a few methods are familiar to all, while at least 
one is peculiar to New York. Thus the banks in practically all 
the cities other than central reserves, attempt to dispose of their 
outside and non-mature local paper. Many are employing cer- 
tificates of deposit so as to increase their cash holdings. A few 
state that the problem has never confronted them! Corporations 
are familiar with bond floating devices, and some have succeeded 
in marketing their short-term notes for from one to three years. 
Others, especially during recent years, have followed the exam- 
ple set by New York in the matter of disposing of their single 
name paper through brokers on the open market. Some attach 
collateral to their notes when sending them away from home. 
The method which all of them, except Philadelphia, seem not 
to be familiar with is that of discounting their open book accounts 
with private bankers. It is not “loan sharks” who are meant, 
but the legitimate financier whose activities are described in the 
next section. 


LENDING ON OpeN Book AccouNTsS 


The development of general credit, resulting in what is known 
as selling on “ open book” account, is treated of elsewhere. In 
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connection with the discounting of single name paper, it was 
shown how a certain bank president had induced some depositors 
of his bank to borrow from the bank directly in order to avail 
themselves of cash discounts on their purchases. The making 
of such notes had become necessary because of the increasing 
volume of sales which were being affected without any such 
credit instruments as notes or acceptances being given. Quite in 
line with this development, but yet more closely allied to the older 
factor-banker operations noted before the Civil War, is the appar- 
ently recent activities of a class of bankers whose principal func- 
tion is to lend on open book accounts by discounting them. 

Before describing the modus operandi of these bankers, let us 
trace their relationship to the one-time factors. In an earlier sec- 
tion of this paper, it was shown how the cotton factor of the 
South financed the crops of the planter. With the war the in- 
dustrial organization which had found expression in the large 
plantation passed away. Local credits of implements, food and 
supplies to the smaller planter took the place of the larger ad- 
vances formerly made by the port city factors to the owners of 
the great plantations. Instead of one man’s producing all the 
cotton in a certain area, now many cultivate a little each. With 
their small crops, they pay their year-old debts to the local stores. 
The cotton is collected by merchants who store it in warehouses 
until ready for shipment, receiving warehouse receipts for the 
stored commodity. Upon the strength of these receipts, money 
is advanced. When the cotton is to be moved, the owners issue 
“trust” notes for a few days, upon which the banks who made 
the original advance surrender the warehouse receipts. These 
documents are needed in order that the goods may be released 
from the warehouse, and the railroad or vessel issue the proper 
bills of lading. The shipping receipt if attached to a bill drawn 
upon the consignee if sent North, or upon some London bank ii 
sent to Liverpool, and returned to the bank to redeem the tem- 
porary trust notes. 

The practice outlined in the preceding paragraph prevails at 
the present time. Before the War, commission merchants in the 
city of New York vied with the Southern factor for the business 
of marketing the cotton. It was usual for these Northern mer- 
chants to advance a considerable part of the value of the cotton 
to the grower, another part to the mill owner for spinning it, and 
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still some more to the manufacturer to convert it into prints and 
other cloths. The merchant of the North would then dispose of 
the finished product “on a commission.” It is evident that he 
had a greater interest in the completed goods than any one agent 
in the course which it had taken from the time it was in the hand 
of the planter until it reached the final manufacturing consumer. 
Indeed, as already pointed out, this same merchant might have 
made advances to the grower while the plant was still growing. 

The merchant—commission merchant, as he styled himself— 
was really a merchant and a banker. With changed conditions 
in the marketing of cotton due to the growth of banking facilities 
in the South and the organization of the cotton exchanges, the 
commission merchant became the drygoods commisson merchant. 
His particular function became the marketing of the entire prod- 
uct of certain mills, on commission. Inasmuch as the goods 
were often disposed of on long terms on account of the seasonal 
requirements that, say, summer goods should be manufactured 
six months and more ahead of time, it became customary for the 
merchant to make heavy advances to the mill. Subsequently, the 
payment of the sale invoices issued by the commission man were 
guaranteed, so that when the credit term had expired, whether 
payment had been made or not, remittance was made to the pro- 
ducer of the goods. 

Analysis of the later functions of the commission merchant 
here briefly outlined, shows clearly that besides being a selling 
agent, he was also a banker in that he financed the milling opera- 
tion. There then came into, and are now in existence, a number 
of firms who partake of the banking end of the commission mer- 
chant just described. They make advances on the open book 
accounts of any reliable concern, whether manufacturing or trad- 
ing. We shall now describe their methods of operation, though 
it is to be understood that the matter is presented in general out- 
line rather than in particular aspect, so as to cover the entire field 
of these banking operations. 

Let us consider the case of a manufacturer who has borrowed 
from his bank all that it as a prudent keeper of other peoples’ 
funds may safely advance him on his general standing in the 
business community. If he could obtain additional funds with 
which to discount his purchases he would command the best 
trade prices because the cash buyer has always such an advantage 
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over his less fortunate competitor. The discounter of open book 
accounts is the banker to whom he could apply. He would be 
requested to furnish the names of the persons whose orders he 
wished to fill. If their ratings were found to be satisfactory, an 
indemnity bond would next be furnished covering the shipments 
from the firm in question. The invoice of the seller must con- 
tain a notice to the effect that payment for the goods described 
therein should be sent to ........ , bankers. Upon proper notice 
that the order had been filled, a check amounting to no more than 
eighty per cent of the invoiced amount is given the shipper. 
When payment has been received, the banker deducts the agreed 
upon interest on the sum advanced and a reasonable fee for the 
incidental services rendered, the balance being remitted to the 
consignor of the goods. 

The activities of some of these bankers are remarkably ver- 
satile. One of them, besides making advances such as those de- 
scribed, financed vast amounts of South American rubber and 
Brazilian coffee imported into this country. The general prin- 
ciples involved were those with which we are already familiar. 
Arrangements were made with a South American bank which 
was a correspondent of the banker in question, so that upon 
proof in the form of documented drafts (bills of exchange) that 
the goods had been shipped to the American importer, the native 
owner was permitted to secure the amount of the bill less the dis- 
count and exchange charges. In other cases, importers of Eng- 
lish and Scotch goods could arrange to have acceptance of bills 
made through these bankers, and also receive the amounts needed 
for duty. In each case, provision for repayment is made in a 
manner similar to that previously described in connection with 
the advances made to the manufacturer, namely, by having the 
invoices for the goods sold payable only to the banking house in 
question. 

One of the men who is authority for much of the foregoing 
was asked whether the credit or standing of the seller was in 
any way affected by the fact that his invoice requested that pay- 
ment be made to another. The gentleman was emphatic in his 
statements that it was quite immaterial to the buyer to whom 
payment was due. A possible explanation of the fact that the 
borrower is, perhaps, indifferent to the payment direction (most 
often printed in red), may be found in the fact that in some 
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few cases it is likely that the banker is regarded as the depositing 
institution of the creditor. At any rate, the matter is an unim- 
portant one. 

Anticipating that there may be some interest in the question 
of how the banking firms whose activities we have been dealing 
with acquire their capital engaged in these enterprises, a few 
words on the subject are in order. As bankers they are dealers 
in money, and have a cash capital with which to carry on opera- 
tions. But when the demand for advances on good security ex- 
ceeds their supply of loanable funds, the regular banks are ready 
to discount their paper as safe investment, because in back of it 
is the capital of the banker as well as the security of current com- 
mercial transaction soon to be realized. Another method is to 
issue trust certificates in various denominations, guaranteed by the 
institution which acts as trustee and secured by a deposit of 
assigned accounts and endorsed bills receivable, guaranteed by 
the private banker. The amount of security is maintained at a 
point at least twenty per cent in excess of the amount of out- 
standing certificates. As the security is reduced by collections, 
other accounts or notes are substituted, or cash deposited instead. 
The certificates are really single name notes, made payable for 
short periods, and secured by the additional deposit of the collat- 
eral referred to. 

A word of explanation may be in place as to the reason for 
introducing the function of the discount banker by a résumé of 
the work of the drygoods commission merchant. Some of the 
largest of the bankers in question were originally such commis- 
sion merchants; moreover, the business of the old line merchant 
is being competed for by the true commission merchant and the 
discount banker who combine forces for the double purpose of 
advancing necessary funds to the mill and disposing of its wares. 
The banker offers his funds at a low rate of interest, while the 
merchant can afford to give his services as selling agent very 
reasonably because his representatives can carry a few additional 
staple lines at but little added expense. The mill operator is 
induced to bill the goods himself, thus saving the fee of the older 
merchant for guaranteeing the account. This last item is a real 
saving for the percentage of loss can be made almost negligible 
in the case of a mill which produces cloth, for instance, that may 
be disposed of to a selected few of the larger houses. 
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The existence of the private banker whose chief activity con- 
sists of loaning on open book accounts has just been described. 
To make his present function clear, his development has been 
traced as it revealed itself in the commission drygoods line. A 
wrong impression would be gathered were it to be thought that 
the banker in question had always graduated from the ranks of 
the commission merchant described. Similar banking facilities 
are afforded the woolen men, leather merchants, and dealers in 
many other lines. 

The undisputed pioneer banking firm—the one which has had 
modeled after it many other concerns—commenced operations 
in the city of New York as foreign bankers. About twenty 
years ago, a function which had grown up slowly for about as 
many years before, began to assume gigantic proportions. Be- 
cause of their foreign connections, they had come into close and 
intimate contact with importers and exporters. They would be 
asked, for instance, to make advances to an importer on a ship- 
ment of foreign merchandise which was consigned to him as a 
selling agent for a foreign principal. Upon the surrender of the 
shipping documents, they would advance the duties necessary to 
effect entry, and extend some additional help, besides. Growing 
out of these simple transactions, we now find a complex organ- 
ization which annually turns over a capital of many millions of 
dollars. 


(To be continued ) 
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EDITORIAL 


Government Efficiency 


President Taft’s message to Congress reviewing the work 
which has been done by the economy and efficiency board is in 
some respects one of the most important communications received 
by the legislative body during the present Administration. It 
marks a great step forward in the movement to obtain business 
methods in all departments of the government. 

For many years the desirability of a reorganization of admin- 
istration of the government departments has been discussed and 
has been generally recognized, but with the exception of sporadic 
improvements in a few directions there has not been much prog- 
ress. The magnitude of the task apparently deterred nearly every- 
one from undertaking it, and it has remained for the present 
administration to take active steps to bring about that which 
everyone admits to be necessary. 

President Taft was fortunate in securing the assistance of 
several expert men to carry on the work of inquiry and suggestion 
Within little more than a year and at comparatively small ex- 
pense the efficiency board has produced splendid results. It is 
admitted that what has been done is merely a beginning, but the 


133 











The Journal of Accountancy 


fact that it has already been shown how many millions may be 
saved each year in the conduct of the government of the country 
is an earnest of the enormous benefits which further labors of 
the commission may achieve. 

The expense of conducting the investigation so far has been 
small and is more than counterbalanced by economies which 
have already been effected. It is certain that any expense which 
may be similarly incurred in the future will be productive of 
saving out of proportion to the amount spent. 

The whole sum and substance of the President’s message is 
an urgent demand for the introduction of real business methods. 
This country, in the comparatively few years of its separate ex- 
istence, has witnessed the gradual growth of an enormous system 
of governmental enterprises, and it is not astonishing that uni- 
formity has not prevailed. On the contrary, it would have been 
little iess than a wonder if there had been satisfactory co-ordina- 
tion. 

But the time has now come when the diverse and expensive 
practices of the many different departments of the government 
should be carefully investigated and thoroughly adjusted. It is 
probably out of the question to expect absolute uniformity in a 
series of labors so various, but it is certain that great saving may 
be effected and that in many matters uniformity may be obtained. 

The President fully recognizes the tremendous difficulties in 
the way of reform, but at the same time he believes—as every 
business man believes—that the country is spending annually a 
great deal more than any private enterprise of similar magnitude 
would spend to accomplish like results. 

The increase of efficiency in the Government service is a mat- 
ter which deserves the consideration of every member of the ac- 
counting profession. To a very great extent the Government 
must depend upon practical accountants for advice and sugges- 
tion in its work of improvement. Among the members of the 
present board are numbered some of the leading accountants of 
the country. To the President and to his expert assistants the 
country owes a debt of gratitude which it is hoped will become 
yet greater as the labors of the commission are carried forward. 
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Corporation Tax Law Amendment 


The progress of the campaign for amendment of the Corpora- 
tion Tax Law, begun by the American Association of Public 
Accountaints and carried forward with the assistance of several 
members of Congress—notably Mr. Harrison, of New York, and 
Mr. Hill, of Connecticut—is extremely gratifying to all those 
members of the accounting profession who have taken either an 
active or passive interest in the movement to obtain relief from 
an onerous provision of the law. On January roth the Ways 
and Means Committee of the House conducted a hearing on 
House Bill No. 16663—the bill introduced on January 3d by 
Mr. Hill containing the provisions of the earlier Hill and Harri- 
son’s bills with certain amendments suggested by the Treasury 
Department. This latest bill bears the approval of the Treasury 
Department and of the Attorney-General. 

At the hearing Mr. R. H. Montgomery appeared as the rep- 
resentative of the American Association and testified to the un- 
workability of the law as now enforced. Mr. Montgomery’s 
arguments were clear and conclusive. After drawing attention 
to the difficulty and expense incurred by many corporations in 
reporting as of December 31st of each year, he turned to the ques- 
tion of advantage to the Government which the proposed change 
would produce. On this important point Mr. Montgomery said, 
in part: 

“Tf corporations are permitted to report as of the end of 
their own fiscal years, the inspection of their books will be an 
extremely easy task, so that the cost of such inspections to the 
Government will either be very greatly decreased or else a very 
great many more inspections can be made by the same examin- 
ers; and as some corporations do submit dishonest reports, it is 
my opinion that as many of these examinations should be made as 
possible, as it means additional revenue to the Government. 
The committee on state and municipal taxation of the Chamber 
of Commerce in the State of New York made an independent 
investigation into the merits of the change in the law now pro- 
posed, and unanimously passed a resolution which embodied the 
following : ‘ The payment of taxes is never a particularly pleasant 
fact, and when the collection of taxes is so arranged as seriously, 
and apparently unnecessarily, to interfere with the transaction 
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of business, it is the plain duty of the taxing power to remove 
such objection as speedily as possible.’ 

“Without taking into consideration statutory requirements, 
with which I am not familiar, I would say that the cost of the 
change should not exceed $25,000. I base this estimate on 
changes in business systems and in the administration of business 
affairs along the same lines as the proposed change. Nochange can 
be made to cover the period to December 31, 1911. The blanks for 
future periods will, therefore, cost no more than would have 
been the case if no change had been made. The records require 
very little change. I assume that proper indexes are now in- 
stalled, and the division of them into the fiscal periods of the 
corporations should be an extremely easy matter.” 

Following the evidence of Mr. Montgomery, Commissioner 
Cabell of the Internal Revenue Department, appeared before the 
Committee. His opening assertion that he wished on behalf of 
the Treasury Department to recommend the enactment of the 
bill was clear demonstration of the way in which the Government 
now regards the present law in so far as it regulates the date of 
making returns. Mr. Cabell’s testimony turned chiefly on the 
question of expense which would be involved in the change pro- 
posed. He differed from Mr. Montgomery and expressed the 
opinion that the sum of $100,000 called for in the bill was not 
greatly in excess of the probable requirements for the first two 
years under the new regulations, if enacted. On this point there is 
room for a wide divergence of opinion and the ordinary practic- 
ing accountant will find it hard to follow the entire process of rea- 
soning adopted by the commissioner; but there is one important 
point to be remembered—a point which appealed strongly to the 
members of the Ways and Means Committee—namely, that even 
at an enhanced expenditure the change would be justified many 
times over, inasmuch the resulting increase in efficiency of 
supervision and collection would certainly lead to a more com- 
plete return of earnings, and consequently an augmentation of 
taxes paid. 

There is good reason to believe that the amount of money 
called for will not be required. Past experience has shown that 
departmental estimates seldom err on the side of conservatism. 
But whatever be the outcome in this matter the change in the law is 
justified by the greater convenience to both taxpayer and Govern- 
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ment and by the better economy in collection and administration 
which will certainly follow after the new law has been in effect 
for a year or two. 





Profit and Loss Assessment 


At a recent meeting of the Institute of Directors (England), 
Mr. P. D. Leake, the well-known accountant and writer upon 
depreciation, read a paper upon the topic, “ Can the Annual As- 
sessment of Industrial Profit and Loss be raised to an Exact 
Science?” 

lt is impracticable to give the whole of this interesting paper 
in these columns, but the subject is one of real importance, and 
while we do not think Mr. Leake has altogether proved his case, 
yet his arguments, which we endeavor to summarize below, form 
a useful contribution to the general fund of knowledge required 
to determine what are profits. 

Mr. Leake opens his paper by saying: “ The answer to this 
question is in the affirmative. A thoughtful study of the subject 
will show that, in spite of difficulties which appear to be insur- 
mountable, present methods of assessing annual profit and loss 
can be easily improved and advanced to a degree of accuracy, 
which will fairly entitle the art of annual profit and loss assess- 
ment to rank as an exact science, in the sense the words are com- 
monly used, and further, this can be done without any serious 
expense, for it requires regular observation, and the application 
of sound principles, rather than any great amount of clerical 
iabor. It must admitted that present methods lack anything like 
scientific accuracy, and it is strange that this should be so in 
present circumstances.” 

After reciting the reasons for the great and growing need of 
an accurate measurement of annual profits he proceeds: 


“ What, then, is lacking in the methods commonly used in the annual 
assessment of industrial profit and loss? The revenue is carefully ac- 
counted for, and, on the other hand, all expenses involving current cash 
outlay of securing that revenue are generally accurately recorded in the 
financial books, and duly brought to the debit of the revenue account. 
The sale stock is accurately valued at the beginning and end of each 
year, or shorter accounting period; the debts owing to the undertaking 
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are scrutinized, and provision is made for any probable loss under the 
head of bad debts; and thus it would seem that all possible precaution 
is taken to insure that the balance of the revenue account shall truly 
represent the results of the undertaking, whether profit or loss, for the 
year or shorter period covered by the account. 

“ But in the case of all industrial undertakings, there is another kind 
of outlay, necessarily incurred in order to earn the revenue. This is 
not outlay which involves the payment of cash at or about the period 
covered by the revenue account; it is not outlay such as payments for 
the purchase of raw materials, wages, rent, and the like; but it is outlay 
which has been previously made in advance on revenue account, and 
which inevitably expires year by year in the service of revenue account, 
and if the annual assessment of industrial profit and loss is to be raised 
to an exact science, this outlay, made in advance on revenue account, 
which is commonly called capital outlay, must be accurately accounted for 
year by year, with as much care as is now devoted to accounting for cur- 
rent outlay. 


“ Before the profit or loss resulting from the operations of any given 
period can be ascertained, it is necessary to deduct from revenue the 
economic cost of producing that revenue, except only interest on owner’s 
capital. Economic cost may be defined as applied exchangeable value 
(computed on the basis of cost expired) merged, converted, or used up 
in one form, in seeking something of greater value in another form. In 
computing profit and loss for any period, therefore, the revenue account 
must be charged with a sum equal to the whole exchangeable value 
merged, converted, or used up during that period, which includes ex- 
pired capital outlay. The vital importance of accounting for capital out- 
lay is always insisted upon by economists and by professional accountants, 
and its neglect continues in spite of, and not in consequence of, their atti- 
tude. When public and official opinion demands it, the present evil can 
be remedied without encountering any insurmountable difficulties. 


“To call attention to the remarkable absence of any attempt to ac- 
count for expired capital outlay, in a systematic and regular manner, is 
not to say that sufficient provision is not made, in the long run, by hook 
or by crook, for this important part of economic cost by well-managed 
undertakings. But it is quite evident, to any impartial observer, that, even 
if approximately correct long-period results are obtained, the present 
precarious and uncertain way in which the provision is charged to annual 
revenue often causes the declared annual results to oscillate violently be- 
tween one year and another, although the movement of the business 
during the period may have had a quite regular tendency. The reason 
is that the charges made to revenue for expired capital outlay on indus- 
trial plant in a given year, have little or no relation to the proportionate 
benefits receivable by revenue, during that year, from the use of the in- 
dustrial plant. What, then, is expired capital outlay? 

“Expired capital outlay means fall in exchangeable value of wasting 
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assets, computed on the basis of cost expired during the period of their 
use in seeking profits, increase, or other advantage. 


“Tt is undoubtedly a common financial practice to charge all expendi- 
ture made in advance on revenue account, including the cost of indus- 
trial plant, which cannot be debited to the revenue account of the year 
in which the payments are made, to some account representing capital 
outlay, and there to leave it, unobserved, and with details lost to mind, 
subject only to reduction by irregular allocations of sums out of revenue, 
unhappily called ‘depreciation,’ to answer requirements of really un- 
known extent, these sums being generally added to working expenses as 
part of the working cost, although in other cases they are treated as 
allocations of profit retained in hand as a reserve against general contin- 
gencies which may arise in the future. The result is that the accounting 
records relating to capital outlay speedily become a confused mass of 
meaningless figures. No attempt is made to keep track of the cost of 
each class of plant, and see that this cost, which was incurred solely on 
revenue account, is duly charged to revenue over the period which re- 
ceives the benefit of the service, or usefulness, of each particular class 
of plant during its efficient life. 

“In place of this present neglectful treatment of industrial plant, and 
of the accounting records of the capital outlay which purports to repre- 
sent it, both should receive continuous and systematic attention. 


“ All capital outlay on industrial plant should be analyzed into classes, 
and the cost distributed into a suitable loose-leaf register, containing a 
page for each class of plant, and all fresh capital outlay should be simi- 
larly dealt with at the end of each financial year. This register should 
be so arranged as to show the unexpired cost of each class of plant, 
and the estimated efficient life period, and should provide means to en- 
able the latter to be adjusted whenever unexpected behavior of the plant, 
or changing conditions in relation to it, render this necessary. 


“ All expenditure, to entitle it to be treated as capital outlay and re- 
corded in the register, must be of a character clearly defined in an official 
schedule, to be settled and adopted by each undertaking according to its 
nature. All other expenditure should be charged direct to repairs and 
maintenance, and will be found to average itself well between one year 
and another. The cost of loose tools and utensils is charged to a separate 
ledger account, and the value of these existing at the end of each year 
is ascertained by an annual count or inventory. 


“The systematic observation of industrial plant is not required to de- 
termine its present market value, for the plant is not for sale, but to 
ascertain that, on the existing registered estimates, a sufficient sum is 
being taken out of the annual revenue receipts to replace the balance of 
cost outstanding by the end of the efficient life of the plant according 
to the latest estimate. This necessary provision must be unflinchingly 
faced, for it is equal in importance to other revenue expenditure.” 
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The difficulties in the way of the introduction of any accurate 
scheme of observation are recognized by Mr. Leake, as they must 
be by all practical mean, but he concludes by saying: “ Isolated 
action in individual cases, here and there, often presents special 
difficulties and disadvantages, but if company directors and com- 
pany shareholders generally will take the matter seriously in 
hand, and insist upon the regular observation and record of the 
changing conditions affecting wasting assets, in combination with 
the current accounting for capital remaining invested therein, 
the annual assessment of industrial profit and loss can be grad- 
ually raised to an exact science.” 

However much we admire the optimism that enables Mr. 
Leake to answer in the affirmative the question to which he has 
addressed himself we think the consensus of opinion among ac- 
countants in this country is and must continue to be that the 
annual determination of profits in a going concern of magnitude 
presents many problems, only some of which relate to capital 
assets, but all of which must be resolved by the aid of human 
judgment. Honest and intelligent differences of opinion arise 
in determining values in relation to almost every item upon the 
asset side of the balance sheet, and so long as this is so it is 
useless to speak of accounting as an exact science. 

Mr. Leake performs a useful service, however, in emphasizing 
the need of maintaining records dealing with the individual units 
making up a plant of whatever kind it may be. As he intimates, 
the practice is yet all too common of dealing with the entire 
plant in one account and with little or no reference or knowledge 
of the life and service of separate units. Discretion must of 
course be exercised in distinguishing between types of plant items 
that can best be dealt with upon a depreciation plan and those 
that yield themselves more readily to a treatment based upon an 
inventory, as he suggests for loose tools, or a process of charging 
to the cost of operations all expenditures for renewals as well as 
repairs in cases where the plant, or a given portion of it, is com- 
posed of small units subject to renewal at fairly regular and fre- 
quent intervals. In the cases of plants made up of heavy ma- 
chines and tools, and these of course comprise a large majority, 
the segregation in the accounting records of the individual ma- 
chines and other equipment is the only scientific practice. 

A less recognized but perhaps even more important contribu- 
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tion to accounting progress has been made by Mr. Leake in this 
and earlier papers in his enlightened use of terms. ‘“ Expired 
outlay upon productive plant,” or his shorter “ expired capital out- 
lay,” gives not only an absolutely clear picture, but at once re- 
moves many of the difficulties that are apparently inherent in the 
more common term “ depreciation.” The more extended use of 
these terms of Mr. Leake’s will aid accountants to clearer think- 
ing as will also the consideration of the term quoted by Mr. John 
M. Fells in the discussion following Mr. Leake’s paper, wherein 
Karl Marx defined machinery as simply congealed labor. 





Year Book 


The following notice has been sent to all members of the 
American Association of Public Accountants. The Year Book is 
of interest not only to members of the Association, but also to 
accountants everywhere, as it contains much that is of importance 
to the profession as a whole. Accountants who desire to obtain 
copies should write at once to the secretary, enclosing check, as 
the edition will be limited to the number of advance subscriptions. 

“The 1911 Year Book of the American Association of Public 
Accountants containing proceedings of the annual meeting held 
in San Francisco in September, 1911, is now in the hands of the 
printers and will shortly be ready for publication. 

“ The Year Book will contain reports of the proceedings at the 
annual meeting, addresses by members and discussion of topics 
of interest to the accounting profession. 

“It is necessary that the publishers have knowledge of the 
number of copies which will be required before the book can be 
printed, and you are urged to advise the Secretary of the Amer- 
ican Association at your earliest convenience of the number of 
copies which you will require. Price of the Year Book will be 
$1.50, delivered to any address in the United States. 

“Subscriptions should be sent in to the Secretary as soon as 
possible, so that there may be no delay in publication of the Year 
Book. 

Epwarp L. SUFFERN, 


“ President.” 
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Announcements 


Mr. Charles D. Chamberlain and Mr. Percival G. Bixby announce the 
opening of offices at 666-668 Ellicott Square, Buffalo, N. Y., for the gen- 
eral practice of public accounting and auditing under the firm name of 
Chamberlain & Bixby. 


Mr. George Moore Reuck, C.P.A., formerly with Dennis & Wood and 
later with W. H. Dennis, announces the opening of offices at 80 Broad- 
way, New York City, and 857 Broad Street, Newark, N. J., for the prac- 
tice of public accounting. 


The firm of Gordon & Solomon, of 207 Broadway, New York City, 
was dissolved on December 30, 1911. The business of the firm will be 
continued at the same address by Mr. John Gordon, C.P.A., under 
his name. 


Deloitte, Plender, Griffiths & Co. have established a branch office in 
Vancouver, British Columbia, under the management of Mr. Gordon 
Tansley, A.C.A. 


A department of Business Administration has been organized at Le- 
high University, and Dr. Earl A. Saliers has been given the duty of 
developing the courses in accounting. Advanced work will be introduced 
to meet developing requirements. 


Mr. Ernest W. Seatree, A.C.A., C.P.A., of the firm of Price, Water- 
house & Co., has been appointed, by the University of Illinois, a member 
of the State Board of Examiners in Accountancy of Illinois, to succeed 
Mr. William Arthur Chase, LL.B., C.P.A., of the’ firm of McGregor, 
Chase & Co., whose term of office has expired. 


James Furse, C.P.A. (late of Central of Georgia Railway), announces 
his connection with Charles Neville, in the Savannah Bank & Trust Build- 
ing, Savannah, Georgia. 


Messrs. Lovejoy, Mather & Hough, 55 Liberty Street, New York, an- 
nounce that they have admitted to partnership Messrs. James Hardwick 
Stagg, C.A., and Raymond Ives, C.P.A. (New York). The firm name 
will be unchanged. They also announce that they have completed agency 
arrangements with Messrs. Derbyshire Brothers & Co., 4 Southampton 
Row, London. 


At the annual meeting of the Montana State Society of Public Ac- 
countants, held on January 6th, the following directors were chosen: 
J. C. Phillips, president; W. F. Battin, vice-president; John C. Lantz, 
secretary; Donald Arthur and W. D. Mangam. 

Eight new associate members were elected. 
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Ohio State Board of Accountancy 


The Ohio State Board of Accountancy conducted an examination for 
applicants for the C.P.A. degree, at Columbus, Ohio, on December 7th 
and 8th. Eight applicants appeared and took the test. Those who made 
a grade of 75 or more in each and every branch were awarded a certifi- 
cate as Certified Public Accountant under the laws of Ohio. Those who 
received such certificate are: 


A. G. Lingley, 30 Broad Street, New York City; C. L. Swearingen, 
W. J. Taylor, and C. B. Williams, all of 1102 American Trust Building, 
Cleveland, Ohio. 

In addition to these, the State Board issued, under the waiver or 
reciprocity article of the Statute, certificates to Arthur Wilmott, 100 
Broadway, New York City; W. R. R. Kilroe, care of Price, Waterhouse 
& Co.; Hugh Thornton Cuthbert, Douglas, Arizona. 

The Board was recently reorganized by the Governor’s appointment of 
members to fill two vacancies. The Board now consists of Carl H. Nau, 
president, Cleveland; E. S. Thomas, vice-president, Cincinnati, and J. J. 
McKnight, secretary and treasurer, Columbus. 


Bae eee 
Obituary 


Notice has been received of the death at Denver, Colo., of Mr. Edward 
Stanley, a fellow of The American Association of Public Accountants 
and member of the Colorado Society of Certified Public Accountants. 
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Department of Practical Accounting 
ConpuUCTED By JOHN R. WIiLpMAN, M.C.S., C.P.A. 
ProBLeEM No. 2 (DEMONSTRATION ) 


Mr. Dimlawn, upon looking over the statement presented 
by his bookkeeper, which showed a loss of $500 for the three 
months ended March 31, 1910, might readily be imagined as re- 
marking, “I don’t understand how that can be.” To his book- 
keeper he might have addressed the inquiry, “ Mr. Sherwood, 
how do you account for the loss?” 

The bookkeeper presumably would be unable to explain it. 
The statement prepared would not show, with any degree of sat- 
isfaction, the cause of the loss. The ledger, it will be remem- 
bered, contained less information than the statement. Obviously 
it would be useless to depend upon either source for satisfactory 
information. 

Reasoning as a layman, Mr. Dimlawn would unquestionably 
reach the conclusion that either he was not making enough 
money on his goods, or that the expense of running his store 
was too high. But how could he tell, when not even the amount 
of his merchandise transactions or of his expenses were shown 
on the statement, much less on the books? Surely this informa- 
tion must exist, but where? Possibly not in the ledger would 
the data be found, but certainly in some of the books. 

Consultation with the bookkeeper revealed the fact that, in 
addition to the check book, which Mr. Dimlawn already knew 
about, there was kept a blotter or journal in which all purchases 
on account, charge sales, returns and allowances, etc., were en- 
tered daily. There was also a small cash book where the re- 
ceipts and disbursements were entered. 

As a result of the proprietor’s investigation the bookkeeper 
was directed to go over these books and records and separate all 
the different kinds of transactions. He began with the blotter, 
and after a careful analysis produced the following results: mer- 
chandise purchases, $10,421.96; merchandise purchase returns, 
$200; merchandise charge sales, $854.39; merchandise sales re- 
turns and allowances, $127.52. The cash book showed receipts 
from cash sales, $2,432.47; from customers on charge accounts, 
$564.13; expenses paid in cash, $347.32. The check book dis- 
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closed deposits of $2,475.11, and expenses paid by check, 
amounting to $52.68. 

Dimlawn, bent upon finding out just how the loss of the 
previous three months had occurred, would probably have 
adopted the ordinary lay method of accomplishing such object 
and set down the figures as follows: 








I have sold: 
PU Re isn Walks 0h idee dan see odes cabot eke ata $2,432.47 
OE ES PERC Tet ee eres eee 854.39 
$3,286.86 
Laue rote Gil SONNE... 5. «5 kas recap cus seeascuaeseene 127.52 
$3,159.34 
The goods sold cost me: 
SA, TI Bie 6 oe ctv cduswabaneceees $2,300.00 
IDS bce ores cies bh eb ade eee ene 10,421.96 
$12,721.96 
Less: 
NES. 4 ede eee $200.00 
ere 9,262.62 9,462 .62 3,259.34 
E Si OOOO Sans bee no's icv aees ond eennaceten tans $100.00 
In addition I have had expenses: 
IN 5 ohio rar sinis tay ss 4's. + bade ee te $347 .32 
rT eer ery: Le 52.68 400 .00 
gg, re rere romretre 7 rr rte Fo $500.00 


The fact that he had proven or accounted for the loss might 
have been a source of great satisfaction to the proprietor. Of 
far greater importance should have been the disclosure that 
there was a loss of $100 on the sale of the merchandise, to say 
nothing of the expense of $400 incident to its sale. The thing 
which should have annoyed him was the fact that so much time 
and trouble had been consumed in getting the information. Thus 
Mr. Dimlawn, although not a bookkeeper, might easily have been 
self-convinced of the inadequacy of his books and the necessity 
for changes in his merchandise pricing. 

Upon talking matters over with his bookkeeper, he learned 
that the books were kept by single entry, which accounted for 
meager information they afforded as to the transactions of 
the business as a whole. The bookkeeper informed him that 
double entry would greatly improve matters, and that books 
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kept by that method would yield information, not only as to 
results at certain times, but as to the causes underlying the 
results. 

He was accordingly instructed by the proprietor to convert 
the books from single to double entry as of March 31, 1910, and 
to keep them on such basis in the future. 

In following the bookkeeper through such process it is to be 
remembered that the ledger contained only accounts with cus- 
tomers, creditors, and the proprietor. For all practical pur- 
poses here the customers and creditors may be represented by 
two controlling accounts, amounting respectively to $162.74 and 
$10,221.96. The balance in the proprietor’s account was $2,000. 

The first step would probably consist in making an entry in 
the blotter, which book, assuming it to be suitably ruled, would 
in the future constitute the journal. 

Such an entry would be as follows: 


Merchandise . $9,262.62 
Cash in bank. 2,572.43 
Cash in hand... , 224.17 
Accounts receivable 162.74 
To Accounts Payable....... $10,221.96 
R. J. Dimlawn, Proprietor. . . 2,000 .00 


Obviously such accounts as accounts receivable, accounts 
payable, and proprietorship already appearing on the ledger need 
not be posted from the journal. The remaining items having 
been posted, the ledger would then be in equilibrium. 

Regarding the conversion from single to double entry, one or 
two variations from the case in question should be mentioned. 
Single entry is rarely found in its pure state. The cases are 
probably few in which the proprietor’s account is found. The 
cases are numerous in which accounts other than those planned 
by single entry appear. Common among such are the property 
accounts, furniture and fixtures, and various expense accounts. 
Cash is even introduced at times and the books made to operate 
on a hybrid system which partakes of both single and double 
entry. 

Where such variations exist, the capital must be established 
if no account exists, or the account adjusted if such steps are 
indicated by the conditions. The capital will be determined by 
gathering together, listing and placing on the books all assets 
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and liabilities. If expense accounts are found they may be in- 
cluded upon the debit side of the list of accounts, and, after the 
capital thus established has been placed upon the books, the ex- 
pense accounts may be closed out to the capital account by 
journal entry, thus reducing the capital, or they may be ignored 
in the establishment of the capital by being merely ruled off in 
the ledger, provided the old ledger is continued in use. 

Mr. Dimlawn’s conversation with the bookkeeper impressed 
upon the mind of the latter two points. The first one was, that 
his books must show causes as well as results; the second, that 
these causes must be classified. In short, he realized that in this 
particular case causes were divided into sales of merchandise 
and expenses. To show these he must needs introduce accounts 
for them to see to it that when transactions with customers and 
creditors or with cash occurred, both phases of the transactions 
were recorded. In the instance of the merchandise, the account 
already existing could be used for such purpose. 

What the bookkeeper planned to do was to introduce nominal 
accounts, which would serve the temporary purpose of record- 
ing, in a classified manner, the changes during a given period in 
the real accounts. 

With the change from single to double entry came also cer- 
tain improvements in the books used. As previously mentioned, 
the blotter was converted into a journal. The purchases and 
sales were withdrawn from the journal and entered respectively 
in purchase and sales journals. The original cash book was re- 
placed by one arranged in columnar form providing on the left- 
hand page for net cash receipts, cash discount on sales, accounts 
receivable, cash sales, and sundries, while the right-hand page 
provided for net cash disbursements, cash discount on purchases, 
accounts payable, and sundries. 

During the month of April, Mr. Dimlawn had changed his 
policy in several respects; one was to give more attention to the 
display of goods, another was to advertise. He also instituted 
the practice of providing chairs for his patrons. He purchased 
the desk and chair for his bookkeeper which he had had on 
approval. 

The transactions for the month were as follows: cash sales, 
$954.32; charge sales, $318.11; merchandise purchases, $1,- 
427.83; trade discount on purchases, $56.22; purchase allow- 
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ances, $57.58; inward freight, $72.37; sales returns, $26.43; 
chairs purchased on account, $65; display fixtures ($237.50) 
and office furniture ($47.50) purchased on account. There was 
received from customers on accounts receivable, $398.37. All 
cash receipts were deposited in the bank. From time to time 
during the month, $250 was transferred from the bank to the 
petty cash. The bills for rent, amounting to $75; light, $15.80; 
advertising, $135, were paid by check, and other checks aggre- 
gating $3,174.26 were drawn in settlement of sundry accounts 
payable. The following disbursements were made out of petty 
cash: salaries, saleswomen, $200; janitor and porter, $40; book- 
keeper and cashier, $60; office expenses, $12.50; stationery and 
printing, $8.75; wrapping paper, etc., $20; messenger, delivering 
goods, $15; commission to saleswomen, $42.30. The inventory, 
April 30, 1910, was $9,745.94. 

From the opening balances at the beginning of the month, 
supplemented by the April transactions, we are instructed to 
prepare a working sheet which will show all the transactions as 
they would appear on the ledger and prepare therefrom a bal- 
ance sheet at April 30, 1910, and a profit and loss account for the 
month ended on the same date, setting forth the profit on mer- 
chandise and the expense separately. 

Since the books of R. J. Dimlawn are now on a double entry 
basis, and the principle underlying double entry is equilibrium, 
the transactions above given should permit of expression in the 
form of journal entry. In order that no complementary trans- 
actions may be overlooked, it seems desirable that the trans- 
actions which affect the opening balances be so treated. 

The journal entries covering the transactions for the month 
of April, 1910, together with those necessary to close the books, 
are as follows: 


ER RTI. A ea erica Re neg Pees ee ED $954.32 
Ee er eee 318.11 
osc ea 2d eds a wa WSS ss als 113.80 
(Mdse. discount on purchases........ $56.22) 
(Purchase allowances............... 57-58) 
, ER TIE MER ay oS Ge Pe Ney Oo ere $1,386.23 


Ce ee on ee ener eS One eee $1,541.63 
6a 6 6 tre bo ee nanan aes 1,500.20 


| PT reer ee 72.37) 
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To Accounts Receivable (sales returns)............ 26.43 
Pobiy Comk 5 oo ass sc adds oaenakeae 15.00 
rE eas POO e Be re rr 398 .37 
To Aconumtte Remsirale «5... ois ost asiies coides 398 . 37 
Prrmituve aml Gameee so ois oe 6a. civic cides cO2eesee 350.00 
pe rere rrr 350.00 
IRS ies rr pwc doe eeReeca et $65.00) 
| ey eee 237.50) 
eee eee 47.50) 
$350.00 
POCA, | 2ilistisics vn 0050 eaten desnmnsabene 250.00 
Ce ey ee ee ae 250.00 
ee cer Ce ke Sra mere rg 609.35 , 
Pt en ee re ee 225.80 
BOOT GH s 65k ve'nect ec Cine ceints 6a 383.55 
NE sa sin Daceuine eee eee $75.00 
ex den avdscBbccadebas bao 15.80 
RENE 66 aed acaancaes 135.00 
Salaries—saleswomen........... 200.00 
DOE, 3. kdda sae sean oes 49.00 
re mr red re 60.00 
Cor rere 12.50 
Stationery and printing......... 8.75 
WE BIE a 6k o.oo hoc csc oats 20.00 
MI oa. 5; 3'2's oa anaurascme 42.30 
$609 . 35 
DONE DORs. 5 595.66 5:0084505e000nbeneneenen 3,174.26 
a 65-5 6.6 5 xs bceeee ecadewesseees 3,174.26 
Merchandise—Inventory (new)................24- 9,745.94 
De Ti sa 6 <0 cus ddintiltedss cencs tives 9,745.94 
To close the merchandise account. 
I isis. t » & 600654 PRR ES hE nerds 327.92 
ee rer ra rrr ers 327.92 
Fe NED. oss weomussesdasincvcds 281.43 
De FE BOs 6:5.o:0'0nln'n + avwnntbetoccneses 281.43 


To transfer net profit for the month. 


It will be noted that the above entries summarize the trans- 
actions for the month, and, when taken in connection with the 
trial balance of the ledger at the time it was put upon a double 
entry basis, show a complete reflection in totals of the books. 

The value of the following working sheet to the accountant, as 
well as the student who strives to solve problems, will doubtless be 
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evident after a study of it has been made. It is not intended to 
be a three-column balance sheet, or anything of the sort. It is 
intended to give a picture of the ledger and afford an opportunity 
for adjustments and the proving of figures before attempting to 
prepare financial statements. In the following illustration it ap- 
pears in its simplest form. 


WORKING SHEET-BOOKS OF R. J. DIMLAWN 



































April, 1910 
Acjustments. Balance Pam, & 
Trial balance, A.» the 
April 1, 1910, cnbeiaieiatintie: = nga of 
; ril, 
Debit. | Credit. 1D10. 
: om 541.63) $1,386.23 
ee ,262 .6 
Merchandise $9,262.62 327.92] 9,745.94 
250.00 
Cash in bank........| 2,572.43 , ke 225.80 $275.06 
9°-3 3,174.26 
Petty cash........ 224.17 250.00 an on 75-62 
Accounts Receivable. . 162.74 318.11 / as 56.05 
Total.............|$12,221.96 | 
Ca | 
New Accounts 
Furniture and fixtures. 350. 00] 350.00 35 
Expense... . 609 .3 35) $609 . 3; 
Mdse.—Inventory. . 9,745.94) 9,745 -94 
502 .6 35 
Credits — $10,502 67/6609. 35 
Accounts Payable. . . .|$10,221.96 ; Bee Scan $8,784.10 
R. J. Dimlawn, Prop. . _2,000..00 281.43 1,718.57 
Re ae $1, 221.96 
New Accounts | 
327 .92 $327.92 
Profit and Loss...... | 281.43 285 43 
$18,065. 13 $18, 065 . 13|$10,502 .67|$609 . 35 











From the working sheet, the financial statements may now be 
prepared by taking the items from the last two columns. To be 
understood, the working sheet should be studied and the figures 
followed through step by step. A few minutes of study on this 
form will produce more satisfactory results than voluminous ex- 
planations. The financial statements follow. 
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R. J. DIMLAWN 


BALANCE SHEET—APRIL 30, 1910 














ASSETS LIABILITIES AND CAPITAL 
Furniture and fixtures... $350.00 | Accounts Payable....... $8,784.10 
Merchandise inventory. . 9,745.94 Proprietorship.......... 1,718.57 
ERR at ae 350.68 
Accounts Receivable... . . a 56.05 Total Liabilities and 
Total Assets. ........ $10,502.67 Capital............ $10,502.67 


R. J. DIMLAWN 


PROFIT AND Loss ACCOUNT—MONTH OF APRIL, 1910 








IN oss svnainn dena $609.35 | Gross profit on sales of 
merchandise......... $327.92 
Balance—Net loss trans- 
ferred to proprietor’s 
I 685, 05:5:55:4.) 2/500 281.43 








R. J. DIMLAWN, PRopRIETOR 








1910 1910 
April 30 Lossfor month $281.43 | March 31 Balance..... $2,000 .00 

Balance....... 1,718.57 
$2,000.00 $2,000.00 





ProBLEM No. 2A (PRACTICE) 


From the following items, prepare an entry which would 
convert the books of A. Howell from a single to a double entry 
basis, at March 31, 1910: cash, $100; accounts payable, $7,000; 
notes payable, $1,000; furniture and fixtures, $800; merchandise, 
$12,000; accounts receivable, $8,000; expenses, $750. 
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Epitep sy Lee GALLtoway, Px.D. 


MINING INVESTMENTS AND HOW TO JUDGE THEM, by Fran- 
cis C. Nicnoras, Pu.D. Published by the Moody’s Magazine Book 
Department, N. Y., 1907. Price, $1.00. 

This is an attractive handbook of about two hundred and forty pages, 
covering in an authoritative way, the whole subject of mining investments 
and the values of mining stocks. The writer is a mining engineer of 
known ability. 

The book gives practical reasons why most mining companies fail, 
and also shows the conditions under which they ought to succeed. It 
also contains descriptions of the different mining camps of the world, 
and gives much practical information on modern methods of mining, with 
many facts showing the vast growth during recent years of copper, gold 
and silver production. The book should be of value to every investor or 
intending investor, as well as the bankers and brokers who serve them. . 

The author does not paint the investment situation in glowing terms. 
Where cautions are needed he gives advice. The following from page 
36 is suggestive of his style: “ We would all like to invest a little money, 
and have it win a competency; and it can be done if one understands the 
conditions of the venture, and waits till the right opportunity arrives. 
This is an important point to be considered; if one would make a suc- 
cess at mining, one must wait till a real opportunity arrives. An oppor- 
tunity does not come with such great frequency, and usually a good 
mining proposition does not have to seek very far to obtain backers, for 
which reason those mining propositions seeking capital by much pushing, 
advertising and inordinate claims for values, must be considered as most 
doubtful, and safe to let alone. An advertising writer making a specialty 
of mining literature said recently: ‘ Well, for the last eight years I have 
been writing dope for mining propositions and have seen sixty or more 
draw good money from investors.’ Asked how many of these enter- 
prises had been successful he replied that only one had turned out well; 
another might have given good results but the superintendent was dis- 
honest to such an extent that a receiver was appointed and the mine 
closed out to others. 

“It is a favorable indication when the mine seeks capital from gen- 
eral investors, that those who have the enterprise in charge are not de- 
pendent on the product of the sale of shares for their own living, and 
more than this, can and do risk some money for their own account.” 

The volume is attractively printed and bound in gray cloth, being 
uniform in size with the other volumes in The Investors’ Library. 


THE COPPER HAND BOOK. Vol. X. Compiled and published by 
Horace J. Stevens, Houghton, Mich., 1911. 
“ A Manual of the Copper Industry of the World” is none too com- 


prehensive a title for this book. Within its 1900 pages are covered all the 
principal features bearing upon the production of copper. History, geo- 
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logy, chemistry, mining, milling, and concentrating; the various methods 
of reducing copper to metallic form; its alloys, brands and grades, uses 
and substitutes; a glossary of mining terms; the deposits of the various 
countries, general statistics and a description of the copper mines of the 
world. 

The last item embraces nearly 1600 of the total 1900 pages of the 
book, the mine descriptions varying from 24 pages in the case of some 
of the more important mines, such as the Anaconda of Montana, to a 
single line when a mine like The Mammoth Copper & Smelting Company 
is mentioned; the latter description reads “ Dead, Passed to the Imperial 
Copper Company.” It is not strange that an author dealing with mining 
companies should become expert in writing obituaries. There is much in 
these brief death notices that rivals the early inscriptions in our New Eng- 
land churchyards. It is possible that the New England settlers placed 
their graveyards within the town so that the headstones of the departed 
should serve as a constant reminder to the young and venturesome that 
life is serious and death certain and that the part of wisdom is not to 
speculate with folly. To those investors of to-day who think they can 
get rich without giving so much as a serious thought to the industry in 
which their money is placed, “The Copper Hand Book” may point a 
moral without preaching. 

The first chapter contains various tables of statistics of especial inter- 
est to the copper industry and also to the student of industrial resources. 
The following summary will indicate the character of the material. 

World’s Production: Eight tables covering a variety of features. 

American Production: Two tables. 

Lake Superior Production: Two tables. 

American Imports: One table. 

American Exports: Two tables. 

World’s Copper Trade: Eleven tables, covering imports, exports, sup- 
plies and consumption for the world and for all leading consuming coun- 
tries. 

Prices and Values: Six tables. 

Copper Share Finances: Eight tables, devoted to dividends, assess- 
ments, capitalization and sales of shares of American copper mining com- 
panies. 

Twentieth Century Production: One table giving comparative figures 
by arithmetical progression, based upon the figures of production and con- 
sumption of the preceding century. 

All tables are fully entered, both by titles and by numerous cross ref- 
erences, in the index at the end of the volume. 


HOW PROPERTY IS VALUED, by M. Espate, formerly of the Gov- 
ernment Valuation Service. Published by the Cable Printing and 
Publishing Company, Ltd., Hatton House, Great Queen Street, Lon- 
don, W. C., 1909. Price, 6 shillings net. 

The author has made no attempt to write for professional readers but 
there is little in the book that would not be valuable to every business 


153 











The Journal of Accountancy 


man. It gives in a practical way the problems which every ordinary owner 
of house property or investor in such property wishes to know at some 
time. Of course the examples are all English in form and based on Eng- 
lish experiences and conditions. Nevertheless, the methods would apply 
equally well in America, allowance being made for differences in taxation 
systems, etc. 

There are thirty-eight chapters, with an additional four chapters as 
appendices. Among these are valuation methods for leaseholds, auction 
sales and analyses of reports, mortgages and kindred matters, cost and 
value of buildings, deductions from rent to find true profit rent, how 
weekly property is assessed for rates, landlord’s property tax, renewal of 
leases, life interests and reversions, leases for more than ninety-nine years, 
leasehold valuation tables, etc., etc. 

One feels in reading such a book as this that he is in touch with 
actual conditions. Little time is wasted in generalizations that cannot be 
grasped by the average man. When the author has a principle to eluci- 
date he does so in language and method direct and well adapted to the 
purpose of the book. It should fully satisfy the practical man who con- 
tinually clamors for everything appertaining to business to be presented in 
a concrete way. 


RIGHTHANDEDNESS AND LEFTHANDEDNESS, by Georce M. 
Goutp, M.D. Published by J. B. Lippincott Co., Philadelphia, 1908. 


Many of the common things of life have lost their interest for us. 
We perform certain acts, or use certain muscles or members of our body, 
with no thought of the reason for such actions or why we should use 
one member of the body more than another when there appear to be 
two or more of equal capacity by which the functions of the body can 
be carried out. When we begin to ask questions, seeking causes, the 
commonest things become endowed with even greater interest than the 
discovery of new facts about an entirely new thing. 

Most of us are righthanded, but few have ever associated this with 
the fact that we are righteyed as well. There are at least ten prominent 
theories advanced as to the origin of righthandedness and lefthanded- 
ness. Among these is that of the author who traces the origin to the 
necessity of the early savage to specialize in the use of his hands. To 
the savage dexterity is the most highly prized of all human qualities. 
With the right hand, therefore, is associated the term standing for ac- 
complishment, while in the secondary meaning of the word sinister we 
find the left hand reflecting an association with deeds poorly performed— 
therefore unlucky, ill-omened, evil. Thus the author believes that the 
very names themselves have imbedded in them meanings which show the 
true line of investigation for the search of the origin of righthandedness. 

To show further that righthandedness is an acquirement and not due 
to absolute fatalism of anatomy or physiology, Dr. Gould gives many in- 
teresting examples. For instance, he shows that many tasks are per- 
formed by the left hand requiring equal or superior skill to that of the 
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right hand. In eating, the fork is now more used than the knife; in 
gunning, the left hand is given the vastly more important, difficult and 
onerous task; in chopping, hoeing, shoveling, picking, lathe-work, rail- 
way locomotive engineering, and other tasks, the left arm and hand 
often execute the chief and more expert tasks. ‘“ Especially noteworthy,” 
says the author, “is the playing of the violin, ’cello and bass viol. The 
fingering is done with the left hand and forms a striking reversal of dex- 
trality, because it is by all odds the function requiring more manipulated 
skill, accuracy and rapidity. I do not know that the fact has itself ever 
been observed and stated, but certainly the reason of this strange con- 
tradictory practice has hitherto escaped attention. It is, I think, due to 
righteyedness. With few and easily explained exceptions, righthanded- 
ness is a result or concomitant of righteyedness. If the violin was fin- 
gered with the right hand, the learner would be greatly handicapped by 
the foreshortening which would exist as his dextral eye glanced along 
the neck of the instrument straight in front or below his eye. The 
learner must see his fingers and gain precision in placing them by care- 
ful visual estimates. But when placed sinistral the right eye sees the 
neck of these instruments and the fingers at an angle which permits more 
accurate observation, estimates of distances, etc., than would be possible 
if the instrument were fingered with the right hand.” 

The importance of a knowledge of this subject is emphasized by the 
author. Scientific study of this phenomena has shown that the co- 
ordinated functions of the eye and the hand are the most serious of 
practical concerns, the source of infinite suffering, innumerable tragedies 
and even suicides. 

“The 20,000,000 patients with lateral curvature of the spine are prod- 
ucts of morbid visual function.” The author does not hold the school- 
room responsible for this, but the business office, where out of every 
fifty persons ten are scoliotics, and at least twenty are also suffering 
from terrible life-wrecking diseases caused by eye strain. 

Such a book as Dr. Gould has written should be full of interest to 
every person responsible for the health of a great number of em- 
ployees. The contents are not of a technical, medical character, but 
are easily followed by the general reader. Of especial interest are the 
chapters on the Writing Posture and the Rule of the Road. To those 
business men who are especially interested in the promotion of “ illu- 
minating engineering” and “human engineering,” this book is of the 
utmost value. 
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Epitep BY CHARLES W. GERSTENBERG, LL.B. 


The Legal Department of THe JouRNAL OF ACCOUNTANCY is prepared to render a genuine 
service to its subscribers and readers, by undertaking to answer legal questions submitted to it. 
These questions, while they may be suggested by the problems that arise in the practice of our 
correspondents or by the more theoretical requirements of examination boards, should always 
be so stated as to call for single propositions of law. Whenever the Department receives a 
query the correct answer to which may vary with many possible but unstated circumstances 
the correspondents will be asked to give the details or advised to consult local counsel Reason- 
ably prompt replies by the Department will be made by personal communication or through 
the columns of Pus JouRNAL. Address all communications to THE JOURNAL OF ACCOUNTANCY, 
Legal Department, 198 Broadway, New York City. 


MAKER OF CHECK NOT CHARGEABLE WITH DETERMINATION OF IDENTITY 
oF PAYEES 


A recent opinion handed down by the Supreme Court of the State of 
New York holds that where checks were drawn to the order of certain 
persons by their names and official titles and forwarded by mail to an 
impostor who obtained payment by forged indorsements, the maker 
had not assumed to and was not required to determine the question of 
identity of payees and was not liable for the loss. (Mercantile National 
Bank of the City of New York, respondent, vs. Louis Silverman, appel- 
lant, New York Law Journal, January 6, 1912.) 

As stated by Mr. Justice Laughlin: 

“This is an action on a promissory note, upon which the defendant 
admitted his liability, but pleaded facts on which he demanded that the 
amount of two checks paid by the plaintiff and charged to his account 
be set off. This defense was overruled. The liability of defendarit ex- 
cepting as to the amount for which he claims an offset has been adjusted 
and the single question remaining in the action and presented by the 
appeal is whether the defendant was entitled to have the amount of the 
checks deducted from his liability on the note. 

“The appellant was a private banker, conducting business in the City 
of New York, and for a long time he had been accustomed to purchase 
claims of officers of the United States Army for their salaries to grow 
due in the future, and to take assignments of their vouchers therefor. 
He had a drawing account with the plaintiff, and the checks which were 
charged to his account and the amount of which he seeks to offset herein 
were drawn and dated on the 16th day of September, 1907. One was 
for $900, payable to the order of ‘ Lieut.-Col. Frederick Marsh,’ and the 
other was for $526.50, payable to the order of ‘ Capt. J. A. Shipton.’ The 
Marsh check was indorsed ‘ Frederick Marsh, Lieut.-Col., C. A. C.,’ mean- 
ing Coast Artillery Corps, and was deposited for collection and collected 
through the American National Bank of Washington, D. C., which by 
indorsement made it payable to the order of the Fourth National Bank 
of New York, and expressly guaranteed prior indorsements, and it was 
paid through the New York Clearing House. The Shipton check was 
indorsed ‘Capt. J. A. Shipton,’ with ‘Frederick Marsh’ underneath it, 
and it was likewise deposited for collection with the American National 
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Bank of Washington, D. C., and similarly indorsed by it and paid through 
the New York Clearing House. There were officers in the United States 
Army bearing the name and titles of the payees of these checks, but the 
checks were neither received nor indorsed by them but by an impostor. 
The impostor called and represented himself to the assistant cashier of 
the American National Bank of Washington, D. C., as Lieutenant-Colonel 
Marsh and exhibited some envelopes addressed to him by that title at 
the New Willard Hotel, Washington, D. C., but he was not known to 
any of the officers of the bank, and no further identification was re- 
ceived or demanded. He presented the checks to the assistant cashier 
and stated that he wanted to leave them for collection, and did not 
wish to draw the money until after they were collected. He signed a 
blank signature identification card, for opening an account, in the pres- 
ence of the assistant cashier, and filled out a deposit slip describing these 
checks as if they were to be deposited to his credit, but they were not so 
deposited until collected. The indorsement ‘ Frederick Marsh’ on the 
checks was in the same handwriting as the signature on the identifica- 
tion card, and the impostor also wrote Shipton’s title and name as in- 
dorser on the check payable to Captain Shipton. At the request of the 
impostor, the assistant cashier advanced $25 on his own responsibility 
before the checks were collected, and after collection the total amount, 
less the collection charges, was paid over to the impostor, but not all at 
one time. 

“ The appellant was not personally acquainted with either Lieutenant- 
Colonel Marsh or Captain Shipton, and had had no business transactions 
with either of them; but in due course of mail he received a letter under 
date of September 11, 1907, written on the stationery of the New Willard 
Hotel at Washington, D. C., purporting to be signed ‘ Frederick Marsh, 
Lieut.-Col., Coast Artillery Corps,’ and stating in substance that the 
writer observed by an advertisement in the Army and Navy Register that 
appellant discounted monthly pay vouchers for army officers, and stating 
his monthly salary; that he desired to have appellant cash his vouchers 
for October, November, and December of that year; that his station was 
the Presidio, San Francisco, Cal., but that for the remainder of the 
year he was to be on duty in the office of the Chief of Artillery at Wash- 
ington; that ‘Captain James A. Shipton, Coast Artillery Corps,’ who was 
likewise on duty in the office of the Chief of Artillery, was indebted to 
him and had agreed to transfer his pay vouchers for the same months, 
and stating his monthly salary, and in effect that he also wished to have 
those cashed, and requesting that a reply be sent in care of said hotel. 
The appellant the next day by letter addressed ‘Col. Frederick Marsh, 
the New Willard, Washington, D. C.,’ answered the letter, stating that 
on the receipt of the pay accounts of Marsh and Shipton for the months 
in question he would remit by check the amount there, less the discount 
stated, which he was to deduct for his charges. Under date of Septem- 
ber 14, 1907, appellant received a letter, signed the same as the first, 
inclosing vouchers on the forms in use by the Pay Department of the 
United States Government for the pay or salaries of such officers, pur- 
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porting to be the pay vouchers of those officers for said months and to 
be certified by them, with an assignment thereof transferring the amount 
to the appellant, likewise purporting to be signed by them. It is stipu- 
lated that all the signatures were written by the impostor. Under the 
same date appellant received a letter also written by the impostor, either 
inclosed with the other letter and vouchers or in a separate envelope, 
signed ‘James A. Shipton, Captain C. A. C.,’ requesting him to send 
check for the amount of his vouchers, less the discount, to Colonel Marsh, 
and stating that if the appellant preferred he might consolidate this 
amount with the proceeds of Colonel Marsh’s vouchers. There is no 
evidence that there was any similarity in the handwriting of the various 
documents or signatures, which were discoverable by ordinary inspec- 
tion, and no claim is based thereon. On the receipt of these letters and 
vouchers appellant inclosed the checks, either in one envelope ad- 
dressed to Marsh by his official title or in separate envelopes, the one 
payable to the order of Marsh addressed to him and the other addressed 
to Shipton by his official title, at the New Willard Hotel at Washington, 
D. C., but as to which the testimony of the appellant is uncertain. The 
appellant knew by an examination of the Army and Navy Register before 
answering the first letter that there were such officers and where they 
were regularly stationed, which corresponded in that regard with the in- 
formation contained in the letter; but he made no inquiry to ascertain 
whether or not they were then at the New Willard Hotel or in Wash- 
ington, or to ascertain whether or not the writer of the letter was Lieu- 
tenant-Colonel Marsh. ; 

“The primary question to be considered is whether Lieutenant- 
Colonel Marsh and Captain Shipton, of the United States Army, were 
the respective payees of the checks or whether the appellant intended to 
make the individual with whom he had the correspondence the payee 
thereof. I am of opinion that only one inference may be drawn from 
these uncontroverted facts, and that is that while the appellant erro- 
neously believed that his correspondent was Lieutenant-Colonel Marsh, 
he did not determine that question, and reasonable care did not require 
that he determine it. His suspicion had not been aroused, and while 
he had no reason to doubt who the writer was, he fully protected him- 
self by addressing his correspondent in the name of the official with the 
official title prefixed, and by making the checks payable to the officials 
by their respective title of office. The appellant did not personally de- 
liver the checks and thus pass on the identity of the payee. He trans- 
mitted them by mail so addressed that without violating the law they 
could not be received and paid by any one other than the army officers, 
and made the checks out in such form that they could not be collected 
by any one other than the army officers without the commission of the 
crime of forgery, and failure on the part of the person or corporation 
cashing them in the first instance to require proper identification. In 
these circumstances I think no title to the checks passed to the impostor. 
The case is not distinguishable on the facts from Palm vs. Watt (7 Hun, 
317), in which it was held that an impostor who obtained by letter a 
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check by assuming the name of the son of the sender of the check, ob- 
tained no title thereto, although it was sent pursuant to a letter from him 
and representations therein made and to the address given. The case at 
bar is quite analogous, I think, to a sale of goods by correspondence to 
one impersonating another, on whose credit the vendor intends to sell, 
in which case it is held that no title passes for the reason that the vendor 
did not intend to sell to the person ordering the goods unless he was 
the person he represented himself to be (Williston on Sales, Sec. 635, 
and Cundy vs. Lindsay, 3 A. C., 450, therein cited). The respondent 
cites and relies upon Hoge vs. First National Bank (18 Ill. App., sor) 
and Emporia Bank vs. Shotwell (35 Kansas, 360), which tend to sup- 
port his contention. They are somewhat distinguishable, however, on 
the facts in that here each of the checks shows on its face by being 
made payable to the officer by his official title that the appellant did not 
intend to make his correspondent the payee unless the correspondent was 
the army officer. Moreover, those authorities are in conflict with Palm 
vs. Watt (supra), which, being in our own jurisdiction, we prefer to 
follow, especially as we deem the rule there prescribed more reasonable 
and sound than the one adopted in the cases in other jurisdictions. The 
respondent also relies on Land Title & Trust Co. vs. Northwestern Nat. 
Bank (196 Pa. State, 230, s. c., 211 Pa. State, 211), which is likewise dis- 
tinguishable on the ground that the payee was not, as here, designated as 
an official, which conclusively establishes his identity, but in that case 
the drawer of the check determined for itself the identity of the payee 
by a personal delivery of the check. With respect to the sale and de- 
livery of property to an impostor, where the vendor passes on the ques- 
tion of his identity, it has been held that the title passes, although the 
transaction may be rescinded, for fraud (Williston on Sales, Sec. 635; 
Robertson vs. Coleman, 141 Mass., 231; Edmunds vs. Merchants’ Trans- 
portation Co., 135 Mass., 283; see also Sherman vs. Corn Exchange Bank, 
91 App. Div., 84). It is unnecessary to decide whether a different result 
would be required if the appellant had delivered the checks personally 
and had determined for himself the intention of the payee, which would 
present the question as to who was intended as the payee in a somewhat 
different aspect, and might give rise to a question of estoppel (see Gallo 
vs. Brooklyn Savings Bank, 199 N. Y., 222-232; Oriental Bank vs. Gallo, 
112 App. Div., 360, affirmed 188 N. Y., 610; First National Bank vs. Am. 
Exch. Bank, 49 App. Div., 349, affirmed 170 N. Y., 88), and an adjudica- 
tion on a question which so vitally affects the business of banking should 
be confined to the precise facts submitted for decision. A common car- 
rier is liable for delivery to a fictitious firm where the shipment of the 
goods is fraudulently induced, even though they are consigned as or- 
dered and delivery is made to the person who ordered them (Price vs. 
Oswego R.R., 50 N. Y., 213; Pacific Exp. Co. vs. Shearer, 160 IIL, 215). 
This is on the theory that the carrier is an insurer of delivery to the true 
consignee, and that on any shipment of goods pursuant to a fictitious 
order by letter or by telegraph the consignor does not intend to deliver 
to the person or firm sending the order if he or it be an impostor or 
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fictitious. I think the decisions on that question tend to support the 
view herein expressed, that the defendant did not intend to deliver the 
checks to the writer of the letters or to make them payable to him un- 
less he was the person he represented himself to be. There is no evi- 
dence of negligence or other conduct on the part of the defendant con- 
stituting an estoppel. 

“It follows, therefore, that the judgment and order should be re- 
versed, with costs, and since most of the material facts are shown by 
documentary evidence, which is incapable of being changed, and it is not 
claimed that any material fact could be changed by a new trial, the com- 
plaint should be dismissed, with costs.” 
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